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INVESTMENT, DEPRESSION, AND THE ASSURANCE 
OF PROSPERITY 


THEODORE LEVITT 
University of North Dakota 


I. INTRODUCTION—THE PROBLEM 


IN RECENT YEARS Kalecki, Harrod, Joan Robinson, Domar, and 
others have emphasized a non-Marxian structural contradiction 
which suggests that the free-market industrial economy is in per- 
sistent danger of producing itself into depression. Without invoking 
the old theories about the exhaustion of credit, the eventual excess 
of planned savings over planned investment, the decline of great 
new investment opportunities, the “natural” exhaustion of boom 
cycles, or the advent of waves of pessimism, they have demonstrated 
that prosperity will dissipate itself as consumption and investment 
in one period fail to adjust to the consequences of investment under- 
taken during the previous period. Keynes wrote approvingly about 
the possibility that a large effusion of capital equipment would re- 
duce the marginal efficiency of capital practically to zero, eliminate 
the rentier, and set us on the way to winning the battle for equilib- 
rium at full employment.’ 

Recent suggestions have emphasized in a new context the older 
view that it is precisely this expansion of capital plant that makes 
business recession such a persistent and perhaps inevitable possi- 
bility. The continual growth of capital plant is not an unalloyed 
end to be sought without regard to what else is happening in the 
economy. The secret of capitalist prosperity is now held to lie not 
in the continual growth of capital equipment, but rather in the 
adequacy of that growth in one period in relation to the expanded 
productive capacity associated with investment made in the pre- 
ceding period. Given our relatively fixed marginal propensity to save 


1. John Maynard Keynes, The General Theory of Employment, Interest, and Money 
(New York: Harcourt, Brace and Co., 1936), pp. 220-21 and 375-77. 
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(not to speak of a possible rising marginal propensity to save as 
income increases), the mere equality of investment in one period 
to the savings of the preceding period will not prevent depression. 
Investment must exceed saving if continuous prosperity is to be 
assured. 

Keynesian thinking emphasizes not only the savings-investment 
hiatus in explaining the exhaustion of booms, but more importantly 
the decreasing profitability of new investments. Hansen has said 
that recession comes when the marginal efficiency of capital becomes 
zero.” He has said further that “the marginal efficiency of invest- 
ment . . . will diminish as more and more investment is made in 
the boom period. This follows partly because the prospective annual 
yields will decline, and partly because costs will rise.”* Unpromising 
as this sounds, it gets worse if we accept Hansen’s dictum that there 
is no assurance that the investment requirements for economic prog- 
ress and growth (i.e., investment necessary to satisfy the require- 
ments of population increases and technical advances) are ever 
likely to be adequate to assure full employment. Indeed, he holds 
that historically the amount of investment needed to maintain full 
employment has far exceeded the amount needed for growth and 
progress.* But since the marginal efficiency of capital in existing 
industries is likely to deteriorate as investment expands during the 
boom, “given the existing consumption-saving pattern . . . it is quite 
possible that it would take a frequent appearance of giant new in- 
dustries, and possibly the appearance of several such industries at 
a time, to achieve a rate of capital growth adequate to maintain 
continuous full employment. . . .”” There is no prospect that left 
alone our economy will produce these industries, particularly when 
they are most needed. 

Domar and others have dealt with the problem of investment, 
economic progress, and employment in a way that illustrates the 
danger of periodic depression. They show that in the American 

2. Alvin H. Hansen, Fiscal Policy and Business Cycles (New York: W. W. Norton & 
Co., Inc., 1941), pp. 319, 344-45. 


3. Alvin H. Hansen, Business Cycles and National Income (New York: W. W. Norton 
& Co., Inc., 1951), p. 129. 


4. Alvin H. Hansen, Economic Policy and Full Employment (New York: McGraw- 
Hill Book Co., Inc., 1947), pp. 177-78, and Michal Kalecki, “Three Ways to Full Em- 
ployment,” in The Economics of Full Employment (Oxford: Basil Blackwell, 1944), 
pp. 39-58. 


5. Harvey S. Perloff, “Dynamic Elements in a Full Employment Program,” in Jn- 
come, Employment and Public Policy (New York: W. W. Norton & Co., Inc., 1948), 
p. 209. This is of course an expression of Hansen's thesis in Full Recovery or Stagnation? 
(New York: W. W. Norton & Co., Inc., 1938). 
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economy unless the rate of investment in any given period is at 
least equal to the product of the fraction of income saved out of 
the preceding full employment income, a (FY), and the ratio of 
added productive capacity, a, associated with investment under- 
taken during that preceding period—that is, unless the new rate of 
investment is at least equal to oa (FY)—unemployment will re- 
sult. Since current investment increases the capital stock, the pro- 
ductive capacity, and the income of the community, as well, most 
likely, as current employment, a rate of investment in period one 
equal to a (FY), assuming no change in the consumption function, 
will be insufficient to sustain the new higher level of income, (FY) 
+ oa (FY), precipitated by the income-generating effect of in- 
vestment in the prior period.® Put another way, an initial investment 
of a times (FY) increases productive capacity and the level of Y 
at the annual rate of oa. The full employment level of income thus 
rises to (FY) + oa (FY), or (FY) (1 + oa). The rate of in- 
vestment needed to prevent excess capacity and unemployment dur- 
ing this new period will then be J + oa /, or (1 + oa). In the 
subsequent period it would have to be J(1 + oa)‘*?, and so forth.’ 
Thus, unless more capital is required per unit of output, it is clear 
that the very fact of investment having taken place in one period 
requires subsequent periods to have increasingly larger rates of in- 
vestment if excess capacity is to be avoided. 

Schelling says quite simply and correctly that “a low rate of 

6. Not all investment is net, however. Some goes for replacement and modernization 
of old plant and equipment. To the extent that this also adds to productive capacity 
it is not unrealistic to speak in terms of gross investment without implying that this 
necessarily involves a rate of expansion less than is often suggested in commentaries 


distinguishing between gross and net. Still, the distinction is important and it is dis- 
cussed further in Section VI of this paper. 


7. The foregoing analysis has been formulated, in various forms, by R. F. Harrod, 
“An Essay in Dynamic Theory,” Econ. Jour., XLIX (April, 1939), 14-33, and Towards 
a Dynamic Economics (London: Macmillan and Co., Ltd., 1948); Evsey D. Domar, 
“Capital Expansion, Rate of Growth, and Employment,” Econometrica, XIV (April, 
1946), 137-47, “Expansion and Employment,” Amer. Econ. Rev., XXXVII, (March, 
1947), 34-55, “The Problem of Capital Accumulation,” Amer. Econ. Rev., XXXVIII 
(December, 1948), 777-794, and “Investment, Losses, and Monopolies,” in Income, 
Employment and Public Policy, pp. 33-53; and T. C. Schelling, “Capital Growth and 
Equilibrium,” Amer. Econ. Rev., XXXVII (December, 1947), pp. 864-76. The fore- 
going notations follow Schelling’s. The legitimacy of this analysis has been questioned 
on the ground that it does not allow for “changes in the degree of capital intensity per 
unit of output,” a point that the Austrians stressed so vigorously. See Frank E. Norton, 
Jr., “Capital Theory and Progressive Equilibrium,” Amer. Econ. Rev., Proceedings, 
XLI (May, 1951), pp. 145-56. For other versions of the theory see Joan Robinson, 
Introduction to the Theory of Employment (London: Macmillan & Co., Ltd., 1937), 
esp. pp. 114-5; Robert Eisner, “Underemployment Equilibrium Rates of Growth,” 
Amer. Econ. Rev., XLII (March, 1952), pp. 43-58; D. Hamberg and Harvey M. Wag- 
ner in comments on Eisner’s article in Amer. Econ. Rev., XLIII (June, 1953), pp. 
377-84 and 384-85, respectively, and Eisner’s rejoinder, pp. 385-93. 
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investment results in excess capacity, while a higher rate may lead 
to full utilization. In other words, the way to eliminate excess ca- 
pacity is to build more.”* It is not enough that the current volume 
of savings, or intended savings, is invested. Investment must grow 
at a constant compound percentage rate. As Domar has put it, “In- 
vestment of today must always exceed savings of yesterday. A mere 
absence of hoarding will not do. An injection of new money (or 
dishoarding) must take place every day.’® Unless the government 
undertakes a huge deficit spending program, the only way out of 
this dilemma is to give businessmen absolute assurances of the prof- 
itability of new investments. That would guarantee both economic 
progress and prosperity. It is the purpose of this paper to suggest 
how such assurances might be given. 

If we start from full employment the equality of today’s invest- 
ment and yesterday’s savings will not cause recession, or if we 
start from less than full employment it will not prevent an increase 
in employment, if in the meanwhile the general levels of prices and 
costs decline. But there is little reason for expecting that either prices 
or costs will fall. Domar has said correctly that “the presence of 
considerable monopolistic elements (in industry and labor) in our 
economy makes unrealistic the assumption that a falling general 
price level could be achieved without interfering with full employ- 
ment.”"® The same point applies to cost reductions. Furthermore, 
even if there were a drop in the general level of costs, the result is 
likely to be falling rather than stable or even rising investment 
expenditures, since entrepreneurs would withhold new expenditures 
in the hope, fear, or expectation that costs might fall even farther. 

Left alone the American economy cannot sustain itself on a per- 
manent plateau of prosperity. It either goes up or down. It cannot 
mark time. To stand still is to fall behind, as Alice discovered to 
her surprise. Although there appears to be some scattered recognition 
of this, there is a general prevailing disposition, as Professor Hansen 
has said, to ignore the dangers that lie ahead, “to take a chance, 
to hope for the best, to let well enough alone.’"’ Indeed, there are 
those for whom Henry Simons’ injunction that “the sooner we quit 


8. T. C. Schelling, op. cit., p. 866. 
9. Evsey D. Domar, op. cit., p. 42. 
10. Ibid., p. 36. Furthermore, as Boulding puts it, “While there may be much to be 
said for relative price adjustments, a ‘low price policy’ cannot encourage consumption 
sufficiently to create full employment” (Kenneth E. Boulding, “The Consumption Con- 
cept in Economic Theory,” Amer. Econ. Rev., Proceedings, XXXV [May, 1945], p. 14). 
11. Alvin H. Hansen, “Needed: A Cycle Policy,” in Saving American Capitalism 
(New York: Alfred A. Knopf, 1948), edited by Seymour E. Harris, p. 214. 
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talking about cycle theory as a major field of inquiry, the bet- 
ter...” is still good advice. But Hansen notes that there is a danger 
of forgetting about the business cycle altogether, saying: “We shall 
quickly discover in the postwar world that our economy is a very 
fast moving one. A depression, once it has started, can cumulate 
under current conditions with terrific speed. . . . What is needed 
is a cycle policy. This means a program which can quickly be put 
into motion, highly flexible and subject to quick adjustment and 
change. It is this area that we are in danger currently of neglecting.’”** 


II. Some SuGGESTED ANTI-CYCLE PROGRAMS 


We have no such program as Hansen suggests in readiness. Fiscal 
and monetary policies can, of course, be pressed into service on 
relatively short notice. But since their effectiveness is so heavily 
dependent on their timing, unless there is a thoroughly developed 
advance program for their implementation, they are likely to be 
even less effective than is suggested by the uneasy claims that can 
be made for them.’* However, other more elaborate measures for 
promoting investment and sustaining the full employment level of 
economic activity have been proposed. These include, for example, 
(1) income tax reforms which would among other things (a) liberal- 
ize loss carry-back and loss carry-forward allowances, permit 
averaging of incomes over a number of years for tax purposes, and 
allow quick write-offs of investments; (b) obligate the government 
to reimburse business for losses in the same proportion that it now 

- Henry C. Simons, “Hansen on Fiscal Policy,” Jour. Pol. Econ., L (April, 1942), 
p. 163. 

13. Alvin H. Hansen, “Needed: A Cycle Policy,” op. cit., pp. 221, 224. 


14. In recent years there have been published various inventories of possible outlets 
for government expenditures. See E. J. Howenstine, Jr., “An Inventory of Public Con- 
struction Needs,” Amer. Econ. Rev., XXXVIII (June, 1948), pp. 353-66, and the Joint 
Committee on the Economic Report, 82d Congress, 2d Session, The Sustaining Eco- 
nomic Forces Ahead (Washington: U.S. Government Printing Office, December, 1952). 
These have been seized upon by various economists and forecasters as evidence of the 
adequate availability of outlets for government antirecession expenditures, and, what 
is much less justified, as evidence of the potential strength and vigor of the economy. 
But even in the unlikely event that the federal government quickly channels funds into 
the listed outlets as a means of stabilizing the economy, experience suggests that it 
would do so too late, would not spend enough, and would stop spending too early. 
The results would be disappointing. 


15. Committee for Economic Development, Jobs and Markets (New York: McGraw- 
Hill Book Co., Inc., 1946) ; Henry C. Simons, “Federal Tax Reform,” in Planning and 
Paying for Full Employment (Princeton: Princeton University Press, 1946), edited by 
A. P. Lerner and Frank D. Graham, pp. 116-27; and Alvin H. Hansen, “Stability and 
Expansion,” in Financing American Prosperity (New York: The Twentieth Century 
Fund, 1945), p. 242. 











240 The Journal of Finance 


collects taxes on earnings:'® and (c) permit firms to subtract cur- 
rent investment expenditures from current income-tax liabilities, 
thus in effect giving them new plant and equipment free.‘’ Other 
and still more elaborate suggestions include (2) Graham’s com- 
modity storage plan’* which would in effect have the government 
guarantee a market for the output of certain standard storable pro- 
ducer and consumer goods much the same as it does under the 
agricultural parity program: (3) the Ezekiel’® and the Copeland*® 
plans which would have the government make forward production 
and/or purchasing agreements with producers in various strategic 
industries, these to be secured by special bonuses, tax concessions, 
and, in the Ezekiel plan, by government promises to purchase at a 
discount the unsold surplus output; and (4) the Kent, Rorty, and 
similar plans which would have the government: (@) guarantee the 
out-of-pocket losses of firms which resumed production during de- 
pression, (6) subsidize private construction by awarding bonuses 
in the form of payments for part of the wage and material costs 
to bidders on proposed projects who would be satisfied with the 
lowest bonus, and (c) automatically pay a certain proportion of 
each firm’s payroll, thereby enabling it to continue production with- 
out cutting the volume of wage payments while enabling it to sell 
its products at a lower price.” 

With the exception of some of the more conventional tax-reform 
suggestions, the authorities have not apparently been adequately 
impressed by these proposals. But even if they were, little would 
be gained, for each has at least one disqualifying failing. In most 
cases they provide no guaranties against losses, and none provides 
guaranties of gains or profits. That being the case, there is little 

16. A. P. Lerner, “An Integrated Full Employment Policy,” in Planning and Paying 
for Full Employment, p. 196. 

17. Michal Kalecki, op. cit., pp. 90-91. 


18. Frank D. Graham, “Full Employment without Public Debt, without Taxation, 
without Public Works, and without Inflation,” in Planning and Paying for Full Em- 
ployment, pp. 44-5. The original version of the plan appeared in “The Creation of Em- 
ployment,” The Economic Forum, 1 (Spring, 1933), pp. 144-54. See also Graham's 
Social Goals and Economic Institutions (Princeton: Princeton University Press, 1942). 


19. Mordecai Ezekiel, Jobs for All through Industrial Expansion (New York: Alfred 
A. Knopf, 1939). See also Carl Landauer’s suggested version of the Ezekiel plan in his 
Theory of National Economic Planning (Berkeley and Los Angeles: University of Cali- 
fornia Press, 1947, second edition. Previous edition was in 1944), esp. pp. 79 ff., and 
“Prosperity, Democracy, and Planning,” in Planning and Paying for Full Employment, 
pp. 67-83. 


20. Morris A. Copeland, “Business Stabilization by Agreement,” Amer. Econ. Rev., 
XXXIV (June, 1944), pp. 328-39. 


21. Cited by Alvin H. Hansen in Full Recovery or Stagnation?, pp. 92-93. 
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reason to hope that they would generate sufficient new or continuing 
investments to prevent recession or promote recovery. The high 
minimum size of modern investment expenditures and the extreme 
uncertainties attending operations in a demonstrably unstable econ- 
omy, require that in time of actual or threatening economic crises 
an effective program provides definite assurances of economic success 
to potential investors. The programs above do not provide this. Cope- 
land’s plan, moreover, by attempting to prevent booms—the elimina- 
tion of which is judged to be necessary for the prevention of busts— 
is in danger of destroying the patient with the cure. Even if we 
grant the unlikely assumption that the prevention of booms or the 
imposition of an investment stretch-out will prevent busts, the ad- 
visability of such policies is doubtful. More likely than anything 
else, they would prevent the very thing that justifies and sustains 
capitalism—the effusion of economic progress under conditions of 
relative freedom of economic opportunity. 

What is needed is a program which can be put into motion quickly, 
is highly flexible and subject to quick adjustment. Such a program 
must, however, go one step beyond what has been typically sug- 
gested. It must provide an absolute assurance that private investment 
will expand cumulatively so that the creative beneficence of cap- 
italism is never dampened by the prospect of depression, and its 
market mechanism, faulty as it is, is not debauched by uncontrolled 
inflation. The remainder of this paper is intended to suggest such 
a program. 


III. THe ASSURANCE OF PrRosPERITY: A PROPOSAL 


John Maynard Keynes, while advocating many indirect methods 
of promoting full employment, was nonetheless forced to conclude 
that “the duty of ordering the current volume of investment cannot 
safely be left in private hands. . .”’*° 
to have the government aim at a “socially controlled rate of in- 
vestment” (p. 325). He said further that “I expect to see the State 
... taking an ever greater responsibility for directly organizing in- 
vestment” (p. 164). The outcome of these suggestions was the con- 
clusion that ‘“‘a somewhat comprehensive socialisation of investment 
will prove the only means of securing an approximation to full em- 
ployment” (p. 378). 

In spite of accompanying disclaimers that “no obvious case is 
made out [here] for a system of State Socialism which would em- 
brace most of the economic life of the community . . .” (p. 379), 


22. John Maynard Keynes, op. cit., p. 320. 
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Hansen concludes that Keynes’s proposal “goes far in the direction 
of a planned economy and might, indeed, lead straight into thorough- 
going socialism.”** But Harrod says Keynes’s aim was “to cure the 
great social evils of unemployment and poverty without having to 
endure the oppressive alternative of state socialism.”** And in a 
letter to F. A. Hayek, Keynes commented as follows on The Road 
to Serfdom, a book that was attacked from many quarters for its 
insinuations against the allegedly socialistic implications of Keynes- 
ian policies: “In my opinion it is a grand book . . . morally and 
philosophically I find myself in agreement with virtually the whole 
of it; and not only in agreement with it, but in deeply moved agree- 


ment. . . . Moderate planning will be safe if those carrying it out 
are rightly oriented in their own minds and hearts to the moral 
issue. . . . But the curse is that there is also an important section 


who could almost be said to want planning not in order to enjoy its 
fruits but because morally they hold ideas exactly opposite to yours, 
and wish to serve not God but the devil.” 

But Dillard doubts that good intentions are enough. He appears 
to fear that socialization of investment means socializing the econ- 
omy, saying that “just how investment could be ‘socialized’ while 
management and ownership remained in private hands requires ex- 
planation that Keynes fails to supply.”*® 

The explanation involves the use of yield guaranties to investors. 
For example, the government might guarantee a specific yield over 
a five- or a ten-year period on certain private investments that it 
seeks to encourage. Firms in selected industries might be asked to 
submit five-year investment and production plans to a governmental 
Investment Development Board (IDB). The plans would include, 
in addition to the standard information of intentions, financial con- 
dition of the firms, etc., estimated resource needs, approximate price 
ranges of finished products, and data on investment yields in com- 
parable undertakings. If the plans are approved special income- 
yielding non-transferable government bonds would be issued to the 
qualifying firms. The bonds might have five coupons, one for each 
guaranty year, which would be surrendered to IDB one year at a 
time (once production of the final product is under way) along with 


23. Alvin H. Hansen, Full Recovery or Stagnation?, p. 30. 


24. R. F. Harrod, The Life of John Maynard Keynes (New York: Harcourt, Brace 
and Co., 1951), p. 461. 


25. Quoted in ibid., p. 336. 


26. Dudley Dillard, The Economics of John Maynard Keynes (New York: Prentice- 
Hall, Inc., 1948), p. 158. 
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appropriate profit-and-loss and other financial statements. If the 
statements of any concern indicate that its guaranteed yield was 
not attained during the preceding year on that part of its new in- 
vestment underwritten by the guaranty, the government would make 
up the difference in a direct payment to the firm. If the yield was 
attained or exceeded, the coupon guaranty would be considered 
satisfied. 

Keynes’s contention that all the state needs to be able to do is 
“determine the aggregate amount of resources devoted to augment- 
ing the instruments and the basic rate of reward to those who own 
them” (p. 378) would thus be fulfilled. Participating business estab- 
lishments would not only be assured minimum yields on their in- 
vestments for a relatively long period of time (both considerations 
being extremely important in promoting investment and both of 
which are absent in the plans reviewed above), but they would be 
using their own accumulated or borrowed funds to help maintain 
prosperity (or achieve recovery if the program had not been in- 
stituted in time to prevent depression). Furthermore, the govern- 
ment’s outlay would in all likelihood be negligible, and perhaps nil, 
considering that the very operation of the program would probably 
result in most firms achieving their yields. The increased federal 
tax revenues arising from the resulting prosperity would make pay- 
ments relatively burdenless. At the same time the government would 
be exercising considerable control over the types of guaranties given, 
choosing to underwrite those desired investments that are most like- 
ly to have the best immediate leverage effect on the entire economy, 
or, if it chooses, underwriting those that serve specific long-run or 
regional needs.** 


IV. ADMINISTRATION OF THE PROGRAM AND 
THE PROBLEM OF POWER 


The administrative problems and difficulties of such a program 
would be numerous. The IDB would have tremendous discretionary 
power and would be subject to immense political pressures. Par- 
ticular firms, groups, and regions would seek to influence its deci- 
sions. In order to protect the taxpayer, enlist the confidence of 
various interest groups, assure that IDB decisions are economically 
sound, and minimize IDB involvement in politics, a non-govern- 
mental national advisory council might be established to work direct- 

27. If the program reaches the proper stage of general acceptance, Congress might 


wish ultimately to employ it to promote entry into monopolistic industries by support- 
ing entirely new entrepreneurs. 
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ly with IDB. Such a council might even be given substantial ex 
officio power to pass on IDB policies and contracts. The council 
might include representatives from various professional and research 
organizations such as the American Economic Association, the Amer- 
ican Institute of Accountants, the National Bureau of Economic 
Research, etc. It would have a staff, selected and paid by the council 
and working in the IDB offices. Council funds would come from a 
separate federal appropriation. 

In spite of what the council might be able to accomplish, however, 
the fact remains that decisions favoring certain firms, industries, and 
locations would be made in a highly centralized manner. Political 
considerations and group, area, industry, and other pressures would 
seek expression. The danger of the misdirection of resources would 
be ever present. But difficult as the problems posed by these con- 
siderations may be, they neither outweigh nor vitiate the merits of 
the program, particularly since similar problems exist in various 
forms and guises in nearly all government operations. Furthermore, 
it must be remembered that the present proposal is not suggested 
merely for its own sake as an interesting experiment in national 
economic guidance. It is suggested as a device for accomplishing 
what atomistic, noncentralized decision-making appears incapable 
of accomplishing. Some centralized administration is inevitable, given 
the goals of full employment and rising living standards, regardless 
of the machinery by which these goals are to be achieved. 

Since the dangers of IDB’s power cannot be minimized, a strong 
advisory council with broad professional and independent representa- 
tion is essential. On the other hand, IDB’s power must not be ex- 
aggerated. The number of possible investment areas in which it 
would indicate a willingness to make guaranties and the number of 
guaranties to which it would actually commit the government would 
need to be kept to an absolute minimum. It would have to avoid 
any actions or statements that would appear to suggest attempts 
to dictate to both participating and non-participating firms. Its power 
would have to be exercised carefully, not only to avoid charges of 
favoritism and arbitrariness, but also to avoid making costly mis- 
takes. With power comes responsibility. Thus IDB’s most difficult 
task would be to evaluate entirely new types of ventures. Since the 
implementation of new ideas is the very substance of economic de- 
velopment, the Board must not seek to avoid decisions simply be- 
cause of the cost and embarrassment involved in their possible fail- 
ure. Competent engineering, marketing, and finance experts could 
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be consulted for special help in deciding on absolutely new types 
of ventures. However, IDB guaranties ought to be difficult to secure. 
No guaranties should be given unless plans meet the proper specifi- 
cations, and no investment ideas ought to be solicited by IDB un- 
less the existing volume of investment is below, or in imminent 
danger of falling below, the full employment level. 

The merits of the program are numerous. In addition to stabiliza- 
tion; it would put a premium on entrepreneurial vision and to some 
extent on private risk-taking. Entrepreneurs would risk their reputa- 
tions and investors would risk their funds after the guaranty period 
expires. Investment funds would remain privately controlled and 
privately administered. There would be no government interference 
in the operations of the guaranteed firms, with the exception that 
council visitorial committees would occasionally observe the various 
establishments to check on possible waste or conscious indifference 
to inefficiency. The IDB might be given minimal powers to require 
participating firms to adhere to conventional standards of efficiency 
and to prevent price-gouging or loss-leader type of selling. But the 
likelihood that individual firms might become complacent in their 
selling or management efforts is small, since they would wish to 
carve out a stable share of the market in order to safeguard their 
position after the guaranty expires. Furthermore, what they earn 
in excess of the guaranteed yield may be retained, so that the in- 
troduction of previously non-contemplated efficiencies in production 
and merchandising would produce pure gain for the companies. 

While checks against abuse and rampant inefficiency are to some 
extent automatic and to a considerable extent administrative in the 
form of IDB, council, and congressional watchfulness, there remain 
the problems of the establishment of criteria of inefficiency and of 
computing official income. The latter would be particularly difficult 
in the case of already established concerns superimposing the new 
investment on a going corporate structure. But there is no pretense 
made here that all will be smooth and simple. Nothing that the 
IDB would do and none of its standards can be reduced to unam- 
biguous formula. On the matter of setting criteria of inefficiency, as 
in computing official income, the questions that must be answered 
and the problems that would be encountered would not be new or 
unique to the plan suggested here. The most that can be said in 
the present brief statement is that workable solutions capable of 
satisfying all parties reasonably well must, and probably could be, 
found without sacrificing minimal safeguards of the public interest. 
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But to say this is obviously to voice a hope and a faith, not a fact. 
Such problems are typical not only of all plans of social-economic ex- 
perimentation, but are constantly encountered in existing social-eco- 
nomic arrangements without apparently preventing them from oper- 
ating with reasonable fidelity. 


V. GUARANTIES, SOCIALISM, AND THE CAPITAL MARKET 


As to whether the guaranty program in fact involves the “‘socializa- 
tion” of investment or whether it would in any way inaugurate a 
drift toward socialism is largely a matter of definition and specula- 
tion. The program would certainly be no more socialistic than agri- 
cultural subsidies, and much more defensible economically. Further- 
more, the government would own no part of any new investment 
that might be undertaken and would commit itself to relatively little 
in the way of providing assurances of solvency to the recipients of 
guaranties. To the extent that IDB might occasionally find it de- 
sirable or necessary to lend funds to potential entrepreneurs that it 
wishes to encourage, this would be no departure from the venerable 
and apparently legitimate American practice of the federal govern- 
ment providing financial aid or tax relief to new, established, and 
even declining firms and industries. 

It would appear that charges of “socialism” would be founded on 
very weak grounds—weak in substance and weak in historical per- 
spective. A much more plausible case could be make for the related 
assertion that a guaranteed yield on investments would make it dif- 
ficult for established firms to obtain capital in view of the threat of 
overproduction and reduced profit margins owing to what would 
appear to be subsidized competition. Obviously the problem of ob- 
taining capital with which to undertake proposed projects would be 
materially alleviated by the existence of yield guaranties. And if 
firms with desirable and approved plans were unable to obtain capital 
from conventional sources, the government might find it necessary 
to lend funds through some credit agency of its own. Such lending 
might be particularly desirable in the case of new or small entre- 
preneurs seeking to enter industries that have been unduly monop- 
olistic or oligopolistic, or industries which for various other reasons 
congress might believe it good policy to make more competitive. 
But irrespective of how funds for new guaranteed investments are 
obtained, it is undoubtedly true that such guaranties to some firms 
would aggravate somewhat the capital acquisition problems of 
others. The extent to which this might become true is, however, a 
matter of time and circumstance. It must be remembered that the 
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reason for giving guaranties in the first place is precisely because 
current investments are insufficient or nonexistent. Hence a guaranty 
to some investors could not at that time impair the capital market 
for others since they are not currently in the market. Only if they 
enter the market later might they encounter difficulty. It would be 
unfortunate if any firm has such difficulty, but if the guaranty pro- 
gram prevents a depression the benefits accruing to the community 
at large would certainly justify whatever temporary expansion prob- 
lems some concerns might encounter. Furthermore, if the guaranty 
program succeeds in sustaining prosperity it is unlikely that legiti- 
mate new investment possibilities would not find adequate capital. 
And there is no danger that non-guaranteed new investments would 
be so severely discouraged by capital acquisition difficulties that 
another depression would threaten as the result. The capital market 
is very large indeed compared with the guaranties that might need 
to be made. Only in the rarest circumstances would such guaranties 
be sufficiently large and widespread to have a seriously debilitating 
effect on the volume of non-guaranteed investments. If anything, 
the guaranteed investments are likely so substantially to stimulate 
economic activity that non-guaranteed investments would expand 
rather than contract. 


VI. Futt PropUCcTION AND THE DANGER OF OVERPRODUCTION 


The importance of making compliance with a government fiscal 
plan attractive to the expected participants is obvious. Most of the 
plans mentioned above seek to do this, but none really provides 
clearly reliable assurances that the volume of investment will be 
sufficient to establish and maintain full employment. The present 
plan would provide just such assurance, or it is at least easily capable 
of providing it. Few firms could afford not to take advantage of the 
guaranties. But in assuring full production it may be felt that the 
plan creates its own unstabilizing forces. The question might be 
raised that given the present propensity to save, if full employment 
can be obtained only by a cumulative increase in private investment, 
which in turn increases productive capacity at an accelerated rate, 
will not a glut in consumer goods finally develop, thus making fur- 
ther investment expansion redundant? Domar has phrased the ap- 
parent paradox in the following way: “. . . the main opposition to 
investment arises from the fact that investment is also a productive 
instrument which enlarges productive capacity.”** Kalecki contends 


28. Evsey D. Domar, “Investment, Losses, and Monopolies,” op. cit., p. 49. 
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that a program of stimulating private investment would require 
progressively more attractive inducements as the effects of previous 
inducements are dissipated or become ingested as part of the normal 
scheme of general affairs in the process of income and output ex- 
pansion.”” After a while, it would appear that both the size and the 
number of yield payments and guaranties would have to be increased, 
or at least a point would be reached at which huge surpluses ac- 
cumulate while the government goes on making guaranty payments. 

In the final analysis these points involve the question of the limits 
to consumption expansion and to investment opportunities. With 
respect to the latter, there is no a priori ground for asserting that 
our economy faces any substantial limits to investment opportunities. 
The only possible suggestable limits are those imposed by scarcities 
of raw materials, facilities, labor, and capital. Hicks has held that 
it is these that impose periodic “real ceilings” on further economic 
expansion and precipitate recession.*” But Fisher contends that at 
no time during the interwar period was the economy “banging up 
against a real ceiling on aggregate real output ... ,”*' and a number 
of other commentators have expressed doubt that any boom in 
American history has ever ended because of limited factor re- 
sources.” Theoretically, it is conceivable that such limits may some 
day or periodically be reached. But given reasonably unobstructed 
world trade and mobility of domestic resources, there is no reason 
to fear this in the foreseeable future. Certain local and regional 
resource pressures may be encountered, but these are not insuperable 
or likely to be of sufficient magnitude to propel the economy into 
depression. IDB might moderate such pressures by closing certain 
geographical areas to new guaranteed investments, by withholding 
guaranties from firms making investments in these areas, or by 
specifically limiting investment guaranties to certain geographical 
areas or to certain industries. 

It is a mistake to speak exclusively about the multiplicity of goods 

29. Michal Kalecki, “Full Employment by Stimulating Private Investment ?” Oxford 
Economic Papers, No. 7 (March, 1945), pp. 83-92. 


30. J. R. Hicks, A Contribution to the Theory of the Trade Cycle (Oxford: The 
Clarendon Press, 1950), esp. chap. viii. 


31. Gene H. Fisher, “Hicks’ ‘Elementary Case’ Economic Model for the United States, 
1929-1941,” Jour. Amer. Statistical Assoc., VII (September, 1952), p. 549, and Induced 
Investment: A Theoretical and Statistical Analysis (unpublished Ph.D. dissertation, 
Ohio State University Library, Columbus, Ohio, 1951). 


32. See James S. Duesenberry, “Hicks on the Trade Cycle,” Quart. Jour. Econ., 


LXIV (August, 1950), pp. 468-73, and S. S. Alexander, “Issues of Business Cycle 
Theory Raised by Mr. Hicks,” Amer. E-on. Rev., XLI (December, 1951), p. 873. 
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produced by new investment as if this involves nothing more than 
the increased output of established types of products and the ulti- 
mate saturation of their markets. In other words, even putting aside 
the likelihood of falling prices and an expanding demand for con- 
ventional goods (for which there remains an immense unsatiated 
market considering only the housing, transportation, and home fur- 
nishings needs of a large segment of our population),** entirely new 
products for which demand will be forthcoming will enter the market 
and compete for consumer dollars. In addition, prosperity has been 
a period during which American business and industry tradition- 
ally have modernized their facilities. Much of this modernization 
does not create additional capacity. On the contrary, given a long 
period of prosperity, a rising proportion of new investments is likely 
not to generate new capacity. 

Finally, prosperity produces two other outlets for investment and 
consumption whose effects will offset the tendency toward glutted 
markets. First, prosperity creates markets for innumerable gadgets, 
often of doubtful practical utility, for which there existed no pre- 
vious demand. These will provide investment and consumption out- 
lets to offset any temporary gluts that might develop in the markets 
of more fundamental and standard goods. Some of these gadgets 
will enter into the community’s customary consumption pattern and 
some will eventually become necessities. When that happens new 
permanent industries will have been created and new permanent 
consumption outlets established. Second, the service industries pros- 
per during prosperity. This provides outlets that are not really out- 
put generating in the sense that investments in factories are, thus 
helping to prevent investment in general from providing too great 
an effusion of goods which might glut markets and precipitate 
recession. 

We are compelled to agree with Knight and Simons that given a 
reasonably flexible and fluid economy there is no limit to investment 
opportunities and hence no barrier to the permanence of prosperity.** 
We do not now have a sufficiently fluid and flexible economy to 
achieve all the suggested possibilities. However, the guaranty of full 
employment and prosperity provided by the investment guaranty 

33. See, for example, U.S. Department of Commerce, Markets after the Defense Ex- 
pansion (Washington: U.S. Government Printing Office, 1952). This report was pre- 


pared in co-operation with the Committee for Economic Development and a group of 
well-known economists from business, finance, and universities. 
34. Henry C. Simons, “Hansen on Fiscal Policy,” op. cit., p. 170, and Frank H. 


Knight, “Diminishing Returns from Investment,” Jour. Pol. Econ., LII (March, 1944), 
p. 42. 
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program would undoubtedly eliminate some of the existing frictions 
and restrictions. Many of these—the impediments to lower prices, 
the barriers to a better continuous flow of money, the hoarding of 
savings and profits, the really serious inventory miscalculations, and 
so forth—caused by uncertainties respecting the future course of 
business and the future availability of jobs would be removed. Such 
frictions are normally the result of understandably cautious people 
trying to insulate themselves against the risks and vagaries of a 
traditionally unstable economy. If the economy can be stablized at 
a constantly expanding pace of income growih it will also become 
more fluid and more flexible. This will remove :nany artificial limits 
to investment growth, thus providing reinforcement for the plan 
suggested here, reinforcement that emanates from the operation of 
the plan itself. 


VII. CoNCLUSION 


Numerous unexpected problems will surely arise as the plan gets 
into operation. Many technicalities would have to worked out. But 
all things considered there is no foreseeable reason why it would not 
work reasonably well. It is superior to deficit spending because it 
is politically more feasible, far more engaging to businessmen, and 
would positively create what deficit spending might not, viz., in- 
creased private investment and, more specifically, income generating 
investment. This is not to say that deficit spending, particularly on 
certain capital-consuming projects, might not prevent recession or 
that the present or any future political administration would not 
necessarily respond to the practical needs of the day by making 
adequate, appropriate, and timely expenditures. There is, however, 
a real likelihood that enough would not be done if we rely on deficit 
programs alone. 

There is a more reliable, less costly, and politically more palatable 
alternative, one that exploits the creative potential of existing in- 
stitutional arrangements and economic forces rather than making 
questionable substitutes for them. Furthermore, the guaranty pro- 
gram is superior to the various tax concession programs and to the 
Graham, Ezekiel, and Copeland plans because again it would posi- 
tively accomplish what is only hoped by these, namely, the promo- 
tion of private income-generating investments. In addition it could 
be managed so as to prevent inflation and leave the monetary, fiscal, 
and debt management authorities free to engage in anti-inflationary 
activities with a minimum of conflict among themselves and in a 
way consistent with the over-all plan of deliberately sustaining the 
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boom. Some slight inflation might be permissible and even desirable. 
But given full utilization of expanding capacity and the proper use 
of presently available monetary and fiscal measures, the inflation 
may be expected to be held within reasonable bounds. At the same 
time the guaranties ultimately could be used, if the Congress were 
willing, to make oligopolistic industries more competitive and to 
increase the flexibility and fluidity of the economy with the object 
of expanding investment opportunities, improving economic oppor- 
tunity, and promoting the more efficient use of resources. 

Finally, the plan has the further advantage that it is likely to be 
accepted by persons and groups that have generally been hostile to 
most government antidepression schemes. It is likely to receive a 
better reception because, first, the government would commit itself 
to spend relatively little and hence the federal debt and taxes would 
not increase or be expected to increase; second, private capital, pri- 
vate initiative, private management, and private planning would be 
enlisted to do a job which private enterprise has always claimed 
itself capable of doing if only the government showed confidence in 
business rather than “harassing,” “taxing,” and “punishing” it; 
third, there would be much private industry eager to get a share of 
the guaranties, thus disposing them to favor the plan; and fourth— 
and possibly best of all from the vantage of the Congress that would 
have to establish the program—the fresh new promise that it would 
bring to a deteriorating or already bad economic situation would 
have favorable political effects. 
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PRICE CHANGES IN EQUITY SECURITIES 


Henry ALLAN LATANE 


University of North Carolina 


THIS PAPER IS AN EMPIRICAL STUDY of stock price changes. In it 
we develop a sample measuring, (1) the magnitude of these changes 
over time, (2) their relationship to past price, earnings, and divi- 
dend history, and (3) their relationship to future dividend and earn- 
ings performance. The investment significance of these various em- 
pirically derived relationships is discussed. 


METHOD OF APPROACH 


We are interested in examining differences in price behavior to 
find causes and relationships. Our method of approach is to compare 
the price, earnings, and dividend history of a group of stocks 
showing the greatest price advance in a given investment period 
with the corresponding record of the group showing the greatest price 
decline. On the basis of this comparison, we can separate those 
items in which the two groups are alike and those items in which 
they are different. The latter items may be significant determinants 
of price performance. 

To implement this approach it is necessary to decide on the meth- 
od of selection and size of the groups of stocks, the investment 
periods to use, and the data to compare. There are over 1,000 equity 
stocks listed on the New York Stock Exchange. The comparative 
availability of necessary data as well as the relative importance of 
these issues justify limitation of the study to this broad group. 

The selection of the investment period is somewhat more de- 
batable. We are interested in common stocks from the point of view 
of the marginal holder, not the so-called permanent investor or the 
short-term trader. Prices obviously are affected by a group of holders 
who sell and buy if they think they can improve their position by 
doing so. The six-month tax-holding period might well be the best 
investment period to use if data were readily available. It is long 
enough to eliminate a major part of the influence of short-term er- 
ratic fluctuations and yet is short enough to allow the investment 
flexibility expected of the marginal holder. The greater availability 
of statistical data on an annual basis justifies the use of an invest- 
ment period extending from one year end to the next. 
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The bulk of the study covers investment experience in the four 
investment periods coinciding with the calendar years 1948, 1949, 
1950, and 1951. Average price changes among leading stocks in 
those years is indicated in Table 1. 

Table 1 indicates that the period as a whole was one of price 
appreciation. This factor must be considered in evaluating the 
results. 

For each of the four investment periods we selected the 25 
equity stocks listed on the New York Stock Exchange which went 
up the most in value during the year and the 25 which went down 
the most. In the following discussion these two groups will be 
called “extreme gainers” and “extreme losers.” We have a sample 


TABLE 1 


STANDARD AND POOR’s COMPOSITE 
STOCK PRICE INDEX 
(480 Stocks; 1935-39 = 100) 


Percentage 
Year End Change 

EE ae 
1948.... cose Se — 3.3 
1949.... wees MOD 11.0 
1950.... .--- 162.0 21.4 
1962... .. 182.4 12.6 


of 100 items in each category made up of 25 stocks from four 
separate investment periods. The change in value in each case in- 
cluded all dividends received in the period as well as price changes. 
Brokerage charges and other investment costs were disregarded as 
were the differing tax effects of dividend receipts and capital gains. 
For each stock included in these selections the following data were 
compiled: 


I. Data available to investor at or near the beginning of investment period: 
Price History 
1. Price at beginning of investment period 
2. Average of high and low price in previous year 
3. Average of high and low price two years earlier 
Earnings in preceding year per share of common stock 
Dividend payments in preceding year 
II. Data not available to investor at beginning of investment period: 
Price Experience 
1. Price change during investment period. This is the change from the 
beginning to the end of the period and does not measure the fluc- 
tuations within the period. 
2. Price change in following period 
Earnings per share during investment period 
Dividend payments during the investment period 
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The Red Books of Stock Exchange Prices published by the New 
York Sun and World-Telegram were used as the sources for prices 
and dividends. “Per share earnings” were those published by Stand- 
ard and Poor’s Corporation in their 1951 and 1952 year-end issues 
of Monthly Stock Guide. 

The need for separating the data between those available ex ante 
and ex post must be emphasized. One of the major objectives of the 
study is to compare the predictive value of historical statistical 
data, that is, data available at the time of making the investment, 
with data which, from their nature, must be estimated at the begin- 
ning of the investment period. 


MAGNITUDE OF PRICE CHANGES 


The four years under discussion were periods of relatively moder- 
ate average price changes. Average annual changes in Standard 


TABLE 2 
DISTRIBUTION OF VALUE CHANGES 

Group or 25 Extreme GAINERS Group oF 25 Extreme Losers 

Biggest Median Smallest Smallest Median Largest 

Gain Gain Gain Loss Loss Loss 

(Per Cent) (Per Cent) 
1948 362 58 48 — 46 —51 — 8&6 
1949. 158 93 70 —20 —25 — 40 
1950 : 586 151 132 —13 —18 —8&9 
1951... 149 74 66 —27 — 33 — 66 
Geometric mean 90 — 33 


Statistics’ composite stock price average ranged from —3 per cent in 
1948 to +21 per cent in 1950 without allowance for dividend re- 
ceipts in either period. The record for individual stocks was far 
different. The distribution of value changes, after allowance for 
dividend payments among our two groups is shown in Table 2. 

In Table 2, the percentage gain or loss for each stock was meas- 
ured by the change in price from the beginning to the end of the 
year plus the dividend receipts as percentage of the price at the 
beginning of the year. 

The names of the stocks included in the groups differed from 
year to year, but the range of price change was relatively constant. 
The 25 stocks which showed the greatest appreciation nearly doubled 
on the average in each year. The 25 which showed the poorest re- 
sults lost nearly a third of their value each year. Over the four-year 
period $10,000 invested and reinvested at the beginning of each 
investment period in the median stock of the best gaining group 
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would have grown to $133,000 (disregarding brokerage fees and 
other investment expense), while the same amount placed in the 
median stock of the poorest group would have dropped to $2,000. 

The wide difference in price behavior among stocks listed on the 
New York Stock Exchange is also shown in Table 3 which shows 
the price performance of two random samples of 82 stocks. As in 
Table 2 the percentage gain or loss for each year for each stock 
was measured by the change in price from the beginning to the end 
of the year plus the dividend receipts expressed as a percentage 
of the price at the beginning of the year. 

Expressed another way, the range of behavior for the two samples 
is shown in Table 4. 

TABLE 3 
DISTRIBUTION OF PRICE PERFORMANCE 
OF TWO SAMPLES OF 82 STOCKS 


FREQUENCY 
PERCENTAGE GAIN 1950 1951 
en ae 14 6 
Se ae eer ee 5 
EE eee eee i 7 
eee nt -. 10 
16- 25.. 16 12 
G- §.... 13 20 
§- —5.... 8 16 
— 6and over loss 4 6 
Total.. : = as 82 82 


*The samples were selected by taking two 
stocks from the same relative position on each of 
the 41 ges of the New York World-Telecram’s 
1950 and 1951 Red Books of Stock Exchange Prices. 


TABLE 4 
1950 1951 
(Per Cent) (Per Cent) 
Extreme gain............. 144 80 
Upper quartile gain....... 45 35 
OO eee 26 15 
Lower quartile gain....... 13 4 
Extreme loss. . — — 26 —26 


The median gain for the 82 stocks included in the 1950 sample 
was 26 per cent including dividends as compared with a 21 per cent 
gain for the Standard Statistics Composite Average excluding divi- 
dends. In 1951 the median gain was 15 per cent as against 13 per 
cent for the Standard Statistics Average. This agreement in per- 
formance may indicate that our samples were reasonably satisfactory 
measures of stock market price movements. It gives added justifica- 
tion for using them as a rough measure of dispersion in stock market 
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prices. In 1950 the 25 per cent of the sample showing the biggest 
gains gained from 45 per cent to 144 per cent. The lower 25 per cent 
ranged from a 13 per cent gain to a 26 per cent loss. As is apparent 
from Table 2 and 3, the spread in 1951 was nearly as wide. 

Based on these samples, gains from investing in the 25 per cent of 
listed stocks which did best in 1950 and 1951 were a minimum of 
around 20 per cent of cost better than average, while gains from 
the lower quarter of listed stocks were at least around 12 per cent of 
cost worse than average. This very substantial spread in results em- 
phasizes the importance of selectivity in making stock investments. 


Ex ANTE Pric—E DETERMINANTS 
In this section we test whether or not such factors as past price 
history, past dividends, or past earnings would help greatly in 
TABLE 5 


FREQUENCY DISTRIBUTION OF PRICES PER SHARE AT THE BEGINNING 
OF THE INVESTMENT PERIOD FOR THOSE STOCKS SHOWING 
WIDEST PRICE FLUCTUATIONS 


FREQUENCY 

INITIAL PRICE PER SHARE 1948 1949 1950 1951 Total 

Extreme Gainers 
Under $10 7 8 20 4 39 
$10 and under $20. . 9 14 4 8 35 
$20 and under $30. . 5 2 1 3 11 
$30 and over 4 1 10 15 
25 25 25 100 

Extreme Losers 
Under $10 8 8g 5 15 36 
$10 and under $20. . 9 9 9 3 30 
$20 and under $30. . 6 5 3 5 19 
$30 and over 2 3 8 2 15 
25 25 25 25 100 


separating stocks which subsequently go up the most from those 
which go down the most. 

a) Price at beginning of investment period.—A frequency dis- 
tribution of prices per share at the beginning of the investment 
period for those stocks which showed widest price fluctuations is 
shown in Table 5. 

The four-year totals in Table 5 show that the distribution of 
opening prices for the advancing stocks was approximately the 
same as that for the losing ones. For example, the advancing group 
contained about as many stocks selling under $10 per share as did 
the declining group. However, low-priced stocks are much more apt 
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to be among the extreme movers than are the high-priced stocks. 
In 1950 and 1951 combined around two-thirds of all stocks ap- 
pearing in the extreme groups sold at under $20 per share at the 
beginning of the investment period. In the 82-stock sample, only 
38 per cent of all New York Stock Exchange stocks in the same 
two years sold for under $20 per share. Based on 1950-51 experi- 
ence there is five times as much chance as average for a stock sell- 
ing under $10 per share to show extreme price changes, while there 
was only one-third as much chance as average for a stock selling 
at $30 or above to appear on either list. 


TABLE 6 
DISTRIBUTIONS OF PRICE RELATIONSHIPS 
(in Per Cent) 


1. Initial price as percentage of average of high and low 
price in preceding year 


Extreme Extreme 
Gainers Losers 
Lower quartile.............. 95 85 
_ ERE ee 105 105 
CepereMerte..........+220. FE 125 
2. Initial price as percentage of average price two years 
previously 
Extreme Extreme 
Gainers Losers 
Lower quartile............ 75 75 
| Er nce 85 105 
Upper quartile............ 135 145 
3. Price change in year following investment period 
Extreme Extreme 
Gainers Losers 
Lower quartile. . tase a ae - 7 
Median. . Ee Saeerk tice a 4 9 
Upper quartile. . . ; 22 37 


Table 5 leads to two conclusions: (1) low-priced stocks are much 
more apt to show major percentage price changes than high-priced 
stocks; but (2) price alone gives no indication as to which way 
stocks will move. 

b) Past price. performance—This was tested in relation to 
future market action by comparing the initial price of the gaining 
and losing groups with (1) the average price in the preceding year, 
(2) the average price two years previously, and (3) determining 
the price changes in the year following the big gains and losses. The 
results are shown in Table 6. 

Table 6 (1) shows that the price at the beginning of the invest- 
ment period was about the same in relation to the mean price in the 
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preceding year for the gaining stocks as for the losers. Knowledge 
that a stock was selling high or low in relation to its price range in 
the preceding year would not have helped in forecasting whether it 
would fall into the gaining or losing group. Table 6 (2) indicates that 
for the period under consideration the big gainers tended to sell 
somewhat lower in relation to average prices two years previously 
than the big losers. Since the overlap is large, the predictive value 
of this relationship is questionable. Table 6 (3) shows that the big 
gainers in one investment period tend to perform poorer than the 
big losers in the following investment period. The big gainers showed 
a median gain of 4 per cent in the year following the big gain while 
the big losers showed a gain of 9 per cent on the rebound in the 
year following the big loss. Here, too, the overlap is large so that the 
predictive value of the relationship is somewhat questionable. Little 
more would be gained in any one year by buying those stocks 
which had gone down the most in the preceding year than would 
be gained by buying those which had gone up the most. 

The combined figures in regard to past price history in Table 
6 indicate that stocks selling at a discount from earlier prices may 
have slightly greater chance for price appreciation. There is some 
slight tendency for stocks to reverse their direction of movement 
over the years. The variations from year to year, however, are so 
wide that it seems doubtful if past price performance, alone, is a 
very valuable guide in selecting securities. 

c) Historic dividend yield—This is one of the factors which 
was tested against subsequent market performance. The historic 
yield is measured by dividend receipts in the previous twelve months 
as percentage of price at the beginning of the investment period. 
For example, Seaboard Air Line Railroad paid a dividend of $1.50 
per share in 1949 while its common stock sold at 21 on December 
31, 1949, giving a historic dividend yield of 7 per cent on that 
date. Because it was one of the 25 stocks showing the biggest gain in 
1950, it was counted as one of the 21 gaining stocks which had a 
historic yield of 7-9 per cent in Table 7. 

It is apparent from the distributions in Table 7 that past divi- 
dend yield was not indicative of future market performance in the 
period under consideration. The dividend yield calculated on the 
basis of the previous year’s dividend had little or no forecasting 
value for future market changes. The worst-acting and best-acting 
stocks showed the same record. It may be noted that 38 per cent of 
the greatest gainers and 40 per cent of the greatest losers were on a 
non-dividend basis. This is a much higher percentage than for all 








eye or 


— 





edge 
re in 
er it 
that 
sell 
sly 
alue 
: big 


ywed 
vhile 

the 
t the 
ttle 
ocks 
ould 


‘able 
may 
some 
nent 
€ so 
is a 


hich 
toric 
nths 
riod. 
1.50 
nber 
that 
in in 
ad a 


divi- 
| the 
the 
sting 
ting 
at of 


on a 
r all 











Price Changes in Equity Securities 259 


New York Stock Exchange stocks and indicates that non-dividend 
payers show wide fluctuations both up and down. 

d) Historic earnings Past earnings records for 90 of the 100 
extreme gaining stocks and 93 of 100 losers were available. The 
effects of past earnings on future market performance were measured 
in the same manner as past dividend yield. The results are shown 
in Table 8. 

Table 8 indicates that past earnings compared with current price 
may have some forecasting value. The median past earnings as per- 
centage of initial price for advancing stocks was 17 per cent as com- 
pared with 12 per cent for declining stocks. Forty-three per cent 


TABLE 7 


DISTRIBUTIONS OF HISTORIC 
DIVIDEND YIELDS 


FREQUENCY 
Historic YIELD Extreme Extreme 
(Per Cent) Gainers Losers 
ee aera en . 40 
a Ae 7 3 
46.... bs ae 23 23 
Pe be ax pate wwriere 21 23 
10 and over roe a 11 
Total Number...... .. 100 100 
Lower quartile yield....... 0% 0% 
Median yield ora. 4% 
Upper quartile yield........ 8% 8% 


TABLE 8 
DISTRIBUTION OF EARNINGS IN PRECEDING YEAR 
AS PERCENTAGE OF PRICE AT THE BEGIN- 
NING OF THE INVESTMENT PERIOD 


FREQUENCY 

Historic EARNINGS Extreme Extreme 

AS PERCENTAGE OF PRICE Gainers* Losers* 
—10 and over loss............ er 11 
— 9- Oloss... EEE UN TT en 3 Pal 
@-~ 9 imcome............ sian! ae 24 
10-19... Se catedad wet aa ool eae 26 
(eee ee ee ee 16 
: on. Se Se a 8 7 
40-49....... es , ee 1 

50 and over. ... sapien tee io 

IE i i bir a aoa vk ee se 93 
Lower quartile earnings yield..... 2 2 
Median earnings yield einer ee 12 
Upper quartile earnings yield... .. 27 22 


* These groups consist of all the examples for which data are 
available for the 25 extreme stocks during each of the four investment 
periods 1948-51. 






es 


w]e eee 


ere ee) 





260 The Journal of Finance 


of the gaining group sold at under five times earnings (20 per cent 
earnings on price) as against 26 per cent of the losers, so stocks 
earning over 20 per cent had a 1.7 to 1 chance of being in the 
advancing rather than the declining group. The large overlap in re- 
sults must be emphasized, however. Further, the earnings figures are 
subject to error since they are not available in final form until some- 
time after the beginning of the subsequent year. 


Ex Post PricE DETERMINANTS 


In this section we investigate the differences in dividends and 
earnings during the investment period in two groups of stocks 
selected because of their widely differing price changes in the 
same investment period. The market action during 1950, for ex- 


TABLE 9 


DISTRIBUTION OF DIVIDEND YIELD IN YEAR 
FOLLOWING INVESTMENT ON 
INITIAL PRICE 


FREQUENCY 
Ex Post Drviwenp YIELD Extreme Extreme 
(Per Cent) Gainers Losers 
eines 5 caste a icik coc asia ae alsa aa 44 
DRS 2b wives Beene eat Cea 14 
Renee a rhinedr See 31 
Beene Ee AT Sn PE 22 11 
10 and over. See ar 35 an 
NS oie chan aie — 100 
Lower quartile yield............. 0% 0% 
Median yield kets 7% 3% 
Upper quartile yield 12% 5% 


ample, of the stocks which went up the most during that year may 
have been influenced by certain data or characteristics which were 
apparent before January 1, 1950, and also by events which oc- 
curred during the year 1950. We now analyze developments during 
the significant period. 

a) Ex post dividend yield——This is the yield based on price at 
the beginning of an investment period and dividends paid during 
that twelve-month period. Table 9 shows that this yield parallels 
price changes during the investment period. 

Table 9 shows that no less than 35 of the 100 biggest gaining 
stocks gave an ex post yield of 10 per cent in the year following 
initial investment while none of the biggest losers gave such a 
dividend return. The advancing stocks show a median dividend 
return of 7 per cent on prices at the beginning of the year while 











r cent 
stocks 
n the 
in re- 
eS are 
some- 


$ and 
tocks 
1 the 
I ex- 


may 
were 
1 OCc- 
uring 


ce at 
iring 
allels 


ining 
wing 
ch a 
dend 
vhile 











Price Changes in Equity Securities 261 


the declining stocks yield only 3 per cent on such prices. While 
knowledge of dividend payments in the preceding year would not 
help in determining whether a stock was in the gaining or losing 
group, dividend receipts in the year after the investment date 
would be a significant indication. 

Dividend increases tend to accompany stocks which advance 
the most during the year (see Table 10). Dividends were increased 
for 56 per cent of the extreme gains but for only 12 per cent of the 
losers. Dividend cuts or omissions accompanied the declines of 41 per 
cent of the losers. Only 5 per cent showed their marked price 
appreciation in the face of a reduction’in dividend payment. Aver- 
age dividend payments on the 100 stocks which showed the biggest 
advances increased from 90 cents per share to $1.42 per share. At 


TABLE 10 
DISTRIBUTION OF DIVIDEND CHANGES 
FREQUENCY 
DiviDEND CHANGES Extreme Extreme 

Gainers Losers 

No dividend either year.......... 28 37 
No change in dividend............ 11 10 
Dividend reduced................ 5 41 
Dividend increased............... 56 12 
5036 ct a ah rad eee 100 100 


the same time, dividend payments on the 100 stocks which showed 
the largest losses decreased from 99 cents to 68 cents per share. 

b) Ex post earnings —These are earnings in the year after initial 
investment, expressed as percentage of the initial price. The earn- 
ing rates clearly are greater for stocks which show major price 
gains than for stocks which decline in price. This pattern is shown 
in Table 11, which includes all of the examples from our two 100 
stock (25 stocks per year for four separate years) samples of ex- 
treme gainers and losers for which earnings were available. 

Over two-thirds of the 90 greatest gainers for which data are 
available show ex post earnings of 20 per cent or higher on initial 
price while only one of the losers had such earnings. At the other 
end of the scale, only 14 of the price gainers reported earnings of 
less than 10 per cent of the initial price while 80 of the group show- 
ing greatest price declines reported earnings of less than 10 per 
cent. There is a substantial overlap between the two groups only 
in the 10-19 per cent earnings on price range. If earnings were 
below this range, the stock probably was one of the losing group. 
If above the range, it almost certainly was one of the gainers. 





areas s £23 BD 


eee ee oe) 





262 The Journal of Finance 


Table 8 showed that stocks with high historic earnings in relation 
to price, i.e., those having a low-price-earnings ratio, tended to 
show greater price appreciation than high price-earnings stocks. 
This tendency is greatly strengthened when earnings in the year 
following investment are used to calculate the ratios. 

Earnings changes, themselves, also have a significant relationship 
with price changes as is shown in Table 12. 

The distribution based on price changes (Table 12) has a con- 
siderably larger overlap than Table 11 which is the distribution 
based on ex post earnings levels. The number of stocks in which 


TABLE 11 
DISTRIBUTION OF EARNINGS IN YEAR AFTER INI- 
TIAL INVESTMENT EXPRESSED AS PER- 
CENTAGE OF INITIAL PRICE 


FREQUENCY 
Ex Post EARNINGS AS PERCENTAGE Extreme Extreme 
oF INITIAL PRICE Gainers Losers 
—10 and over loss..... P ~ 19 
— 9% 0 loss tS ; 1 21 
0— 9 earnings saa aoe 40 
10-19. . are . 14 12 
20-29.... ee 21 1 
30-39 ry Eee 15 
40-49... eas 10 
PID. is :d oc eaesaineces 16 
Total cia nolan 56 93 
Lower quartile earnings on price.. 17% — 7% 
Median earnings on price. . 27% 2% 
Upper quartile earnings on price.. 42% 7% 


TABLE 12 


DISTRIBUTION OF CHANGES IN EARNINGS FROM 
YEAR PRECEDING TO YEAR FOLLOWING INITIAL 
INVESTMENT EXPRESSED AS PERCENTAGE OF 
INITIAL PRICE 


FREQUENCY 
CHANGE IN EARNINGS Extreme Extreme 
(in Per Cent) Gainers* Losers* 
20 and over decrease ; 3 26 
0-19 decrease - 20 43 
0-19 increase , 36 20 
20-39 increase eer 16 2 
40 and over increase.... sh65 15 
Total... Py 90 91 
Lower quartile change — 5% —25% 
Median change ; 15% — 5% 
Upper quartile change......... 25% — 5% 


* Includes all examples for which earnings data are available 
from two samples of 100 (25 X 4) extreme gainers and losers. 
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prices and earnings moved in opposite directions is somewhat sur- 
prising. For example, 23 among the greatest price gainers reported 
lower earnings in the year their price advanced than in the preceding 
year, and 22 of the price losers reported earnings gains. The pre- 
ponderant movement of earnings and prices, however, clearly are 
in the same direction. Over one-third of the greatest gainers had 
earnings increases equivalent to over 20 per cent of the price at the 
beginning of the year, while only 2 per cent of the losers had such 
increases. Over three-quarters of all price losers had an earnings 
decline, while only one-quarter of the gainers reported a drop in 
earnings. 


Stock VALUATION AND MARKET PERFORMANCE 


In four years, 1948-51, $10,000 invested in the median of the 25 
best performers in each year would have grown to $133,000. In the 
same period, $10,000 invested in the poorest performers would have 
dropped to $2,000. Obviously, it is improbable that an investor would 
do so well or so poorly, but it is indicative of the possibilities. 

Investors and speculators attempting to meet this situation either: 
(1) diversify holdings widely to avoid extreme gains or losses; (2) 
assume that prices are largely a matter of market psychology and 
attempt to outguess the crowd (Lord Keynes was greatly concerned 
with the effects of this factor on security markets); or (3) try to 
determine the probable causes of the price changes and allow for 
them. This study represents an attempt to isolate the causes for 
past price fluctuations. 

The major conclusions can be summarized. First, the study of 
immediate past records, alone, does not seem to aid greatly in 
determining which stocks are apt to rise in price the most and which 
are apt to decline in price the most in the following period. No 
effort has been made to study the long-term past records of the stocks 
under consideration. It is possible that a “central value” established 
from such past data would be of value in selectivity at any given 
time. 

Second, earnings and dividend changes in the year under con- 
sideration tended to have major effects on prices during the same 
year. Many price changes are associated with earnings and dividend 
changes at or about the same time. Since the analysis is based on 
annual data, the question whether the major price changes occurred 
before or after published interim reports of earnings and dividend 
changes remains unanswered. 
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Third, earnings and dividends in the year following the initial 
investment are of central importance in determining the direction 
and magnitude of price changes in the investment period. Earnings, 
especially, seem to be a major factor separating the stocks showing 
major appreciation from those losing ground. Accurate earnings esti- 
mates for the coming period may well be one key to successful invest- 
ment and speculation. 
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THE FINANCE FUNCTION 


J. Frep WEsTON* 
University of California, Los Angeles 


THE CONTENT AND EMPHASIS for finance courses have long been 
areas of disagreement.’ Representative texts of the 1920’s presented 
both the “traditional” and the “new” approach to business finance. 
The Bishop, Dewing, Lyon, and Mead texts” were based primarily 
on what :: currently called the traditional approach, which em- 
phasized major episodic decisions involved in the promotion and 
initial organization of the firm, the sale of common stock, large bond 
issues, mergers, and reorganizations, etc. The Jamison and the Mc- 
Kinsey-Meech texts,* on the other hand, centered on the day-to-day 
responsibilities of the financial manager in working capital adminis- 
tration, cash budgeting, capital budgeting, short-term financing tech- 
niques, etc. 

The approach which, taking the view of the “outsider,” em- 
phasized crucial financial episodes became dominant by the early 
thirties, while the other virtually disappeared. The emergence of 
the “outsider’s” view of corporate finance is understandable in the 
light of financial history in the third and fourth decades of the 
twentieth century. The wide growth of stock ownership in the twen- 
ties made corporate finance a matter of concern to a large number of 


*This study was conducted with the aid of a grant from the Bureau of Business 
and Economic Research, University of California, Los Angeles. Thomas J. Graham 
helped considerably during the planning stages of the study. The assistance of Ralph C. 
Tayloe, Glenn S. Millice, and Joseph String is also gratefully acknowledged. Discussions 
with Professor Cyril J. O’Donnell stimulated the survey upon which this paper is based. 


1. For recent discussions see R. Miller Upton, “Conference on the Teaching of Busi- 
ness Finance,” Journal of Finance, Vol. IV (September, 1949), F. J. Calkins, “Univer- 
sity Courses in Finance,” idem; D. M. Halley, F. J. Calkins, Pearson Hunt, Chelcie C. 
Bosland, and Miller Upton, “Materials and Methods of Teaching Business Finance,” 
idem, Vol. V (September, 1950). 


2. A. V. Bishop, The Financing of Business Enterprises (New York: Harper and 
Bros., 1929); A. S. Dewing, Financial Policy of Corporations (New York: Ronald 
Press, 1920); W. H. Lyon, Corporation Finance (Boston: Houghton Mifflin Co., 
1916); E.S. Mead, Corporation Finance (New York: D. Appleton and Co., 1920). 


3. C. J. Jamison, Finance (New York: Ronald Press, 1927); J. O. McKinsey and 
S. P. Meech, Controlling the Finances of a Business (New York: Ronald Press, 1923). 
The following statement from Jamison provides perspective on the “new” approach to 
business finance: “The purpose of this book is to survey the function of finance from 
the desk of the corporation treasurer in a going concern. Since much of his work deals 
with the repetition of detailed tasks, considerable space is given to discussing the daily 
routine of financial administration,” p. ix. 
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non-managing owners. They needed tools for understanding and ap- 
praising the operations of the firms in which they possessed an 
ownership interest, but with whose day-to-day operations they had 
little contact. The events of the early thirties and ensuing investi- 
gations gave impetus to the social appraisal of corporate institutions. 
The viewpoint was that of an outsider seeking sufficient information 
to pass judgment on the performance of corporate enterprise. 

Another plausible rationalization of the dominance of the external 
approach is provided by the contrast in the nature and availability 
of the materials of business finance at that time. Few possessed inti- 
mate knowledge gained through long experience with the details of 
internal financial operations of the firm. Much of the knowledge 
was unclassifiable detail difficult to transmit through orderly text- 
book presentations. By contrast the dramatic financing episodes 
commanded wide interest and secured attention through newspaper 
headlines. Many sources of information on these major episodes 
provided considerable knowledge about them. The subject matter 
was amenable to generalizations and principles. 

But by the early forties, the “traditional” view began to be chal- 
lenged.* It was argued that business schools have a responsibility 
to train business executives and that private finance courses should 
therefore emphasize the day-to-day activities of financial managers. 
On the other hand, if the day-to-day activities of financial managers 
are largely routine, it may be inappropriate vocationalism for univer- 
sity courses to center on such operations. Furthermore, if financial 
managers themselves stress the importance of major financial epi- 
sodes, even though they occupy little time, continued emphasis on 
the “traditional” approach may be desirable. 

Choice of the appropriate emphasis, as well as possible reconcilia- 
tion of the divergent points of view, obviously depends upon facts. A 
survey was accordingly undertaken with a view to compiling informa- 
tion relevant to the unsettled problems. The objective was determina- 
tion of the nature of financial activities, of the amount of time 
spent on them, of their relative importance as rated by financial 
managers, and of the place of financial managers in the management 
framework. 

This paper will describe the survey, discuss the answers to indi- 
vidual items on the questionnaire used, and seek to draw conclusions 
about the broader issues which gave rise to the study. 


4. Professor Hunt gave impetus to the re-emphasis of the “working capital approach” 
by the recommendations embodied in his review of the 1941 edition of A. S. Dewing, 
The Financial Policy of Corporations (Quarterly Journal of Economics, Vol. LVII 
[February, 1943], especially pp. 310-11). 
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The Finance Function 


A Brier DESCRIPTION OF THE SURVEY 


A questionnaire was designed to elicit the required data. After 
its use in pilot tests pointed to several necessary revisions, the ques- 
tionnaire was put into final form for use in the actual survey. A 
copy is included in the Appendix. 

During the pilot phase of the study, the questionnaire was sent 
to a large number of small and medium-sized firms in the Los 
Angeles metropolitan area. We intended to follow up the question- 
naire with a series of direct interviews. Unfortunately, few replies 
were forthcoming. This suggests either that the questions did not 
seem relevant for small firms or that financial managers of small 
firms are unwilling to take time to answer such questionnaires. 

After this experience, we decided to contact larger national firms. 
Moody’s Investment Manual for Industrials contains a small section 
of blue pages which lists leading firms by industry. We selected a 
random sample from this list by taking a table of random digits, 
opening to a page at random, placing a pencil point on the open 
page without guiding the pencil, thereby determining the number of 
the company we would start with in each group. Since the total num- 
ber of companies in all groups is approximately 450, and since we 
wanted a sample of about 100, we started with the indicated com- 
pany and took every fourth company thereafter. The process of tak- 
ing companies from every group gave us a cross-section of indus- 
tries, for the companies are arranged by industry in Moody’s. The 
sample is therefore a systematic one with representation from in- 
dustrial categories as defined by one of the investment services.° 

Since the data and the sample size are probably not adequate for 
dependable significance tests, this survey should be regarded as an 
extensive pilot study. The sample is deficient in containing only a 
relatively small number of firms. Furthermore, the sample units are 
almost all very large national firms, and generalizations drawn from 
their data would not be directly applicable to small firms. 


THE FINANCE FUNCTIONS 


Question I asked for information about the title ordinarily held 
by the executive responsible for the firm’s financial activities. Its 
purpose was to discover whether the finance function is uniquely 
defined so that the person responsible for financial activities has a 
characteristic title. Table 1 summarizes the findings. 

5. The sample does not attempt to weight industries by volume of sales, amount of 


national income originating therein, or any other measure of size or relative im- 
portance in the economy. The nature of the survey made this unnecessary. 
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The activities of financial executives are subsumed under a wide 


variety of titles. The executive with responsibilities for the finance 
functions is ordinarily called Treasurer, Controller, or some com- 
bination of these two. Although Vice-President, Finance, occurs in 
17 per cent of the cases, it represents a minority of the total replies, 
The data indicate that the finance function is not clearly defined. To 
specify, therefore, that a manager is a financial manager does not 


convey a generally understood set of activities. 
Question II asked for an indication of the approximate average 


percentage of each year devoted to activities most likely to engage 





TABLE 1 


TITLE OF THE EXECUTIVE IN CHARGE OF THE FINANCE 
FUNCTION IN LARGE FIRMS 


Title 
Treasurer she 
Vice-President, Finance 
Vice-President, Treasurer. . 
Treasurer-Controller . 


Vice-President, Finance and Treasurer 


Treasurer and Secretary. . 
Executive Vice-President 


Vice-President and Controller....... 


President. . 
Vice-President 


Total number of firms 


Source: Tabulations from survey replies. 


TABLE 2 
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16 
11 
8 
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6 
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AVERAGE PERCENTAGE OF TIME SPENT ON FINANCE 
ACTIVITIES IN LARGE FIRMS 


Source; Tabulations from survey replies. 


Mean Amount 
of Time Spent 


on Activity 
(zeros in- 
Activity cluded) 

. Preparation of long-term budgets 5 
Contacts with investment bankers 3.9 
Planning security issues 2.0 
Contacts with commercial banks and other sup- 
pliers of short-term funds 7% 
Preparation of cash budgets 4.8 
Advise on dividend policy _— 2-9 
Advise on expenditures for capital assets. 7.4 
Supervise cashiers vie 2.6 
Credits and collection Ye 

. Revise and approve terms of contracts for capital 
acquisitions 2.8 

. Participate in long- range firm planning. 8.4 
Advise the board of directors 3.3 
. Accounting operations. . . 12.9 


(zeros 


Mean Amount 
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on Activity 
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the attention of a financial executive. Table 2 summarizes the re- 
plies. Since the respondents reported a large number of activities in 
addition to those listed on the questionnaire, it is of interest to 
examine the nature of these activities and the amount of time spent 
on each. These data are presented in Table 3. 

Two major impressions emerge from the data of Tables 2 and 3. 
The first is that the financial manager’s job is not characterized by 
distinctive activities. No particular functions distinguish a finance 


TABLE 3 
AVERAGE PERCENTAGE OF TIME SPENT ON MISCELLANEOUS 
ACTIVITIES BY FINANCIAL MANAGERS OF LARGE FIRMS 


Mean 
Amount of Number of 
Time Spent Occurrences 


on Ac- of This Weighted 

Nature of the Activity tivity Reply Mean* 

I os 8 oe atin Oona - am een reg 1 .87 

2. General management problems ath een 53 1 62 

3. Public relations. ..... Pies ostrers ak ae 2 64 

4. Supervise subsidiary operations. sats sea ea 4 

5. Assist financial executives of subsidiaries cic ee 1 23 

6. Administration.......... ra 12 2.41 

7. Ledger, profit and loss statement, and cash flow... 15 1 i» | 

8. Direct report preparation.......... " acetal 2 33 

SE RR ye Solano se 13 11 75 

a eres Bet oT ae EA 13 6 .93 
11. Other activities (not specified) . . ee . i 10 1.45 
ee Oe eee 12 2 .29 
13. Secretarial duties............ on ; » 2 .29 
14. Stockholder relations. ... gic Sep a 4 52 
15. Donations and membership ESE 4 47 
16. Salary administration 9 5 .50 
17. Visiting operations... . 8 1 .93 
18. Pension and welfare... .. 8 4 ae 
19. Renegotiation. . ei 8 2 17 
20. Other committees... . 7 4 31 
21. Purchasing. Basichs 5s aie 6 2 a 
POT COT COPE ETT TT 5 1 .06 
23. Temporary investment of funds 5 2 i Y . 
24. Personnel ts 5 1 .06 
25. Contact with financial institutions 3 1 .03 

Total 86 


Source: Tabulations from survey replies. 


* Weighting is by the relative occurrence of the frequencies. For example, the weighting of item 1 is 1/86. 


man from other management specialists in large corporations. The 
financial manager may be engaged in stimulating sales, assuming the 
responsibility for personnel management, and a wide variety of 
other activities. 

The implications of this situation are that teachers of business 
finance and materials on business finance should not place undue 
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emphasis on any one approach. Since financial managers engage in 
a great variety of activities, their preparation should include wide 
coverage of subject matters and topics. 

The second fact of outstanding importance revealed by these 
data is the great unevenness in the amount of time spent on indi- 
vidual activities. The degree of unevenness varies with individual 
companies. A finance man is likely to be an able accountant in one 
company. He may be required to have a good background in eco- 
nomic analysis in another. In still another, it may be necessary for 


TABLE 4 


DISTRIBUTION OF RANKINGS OF RELATIVE IMPORTANCE OF A LIST OF 
FINANCIAL ACTIVITIES FOR LARGE FIRMS 


Arithmetic Arithmetic Percentage of 
Mean of Mean of Total Replies 
Rankings Rankings for Which 
(including (excluding Rankings 
no ranking no ranking Were Made 
as an as an to Total 
Activity observation) observation) Replies 
A. Preparation of long-term budget 3.1 ae 58 
B. Contacts with investment bankers 4.6 8.0 58 
C. Planning security issues 3.9 8.5 46 


D. Contacts with commercial banks and other 


suppliers of short-term funds 4.3 5.1 85 
E. Preparation of cash budgets 3.9 3.7 70 
F. Advise on dividend policy 4.1 8.5 48 
G. Advise on expenditures for capital assets 3.2 7.9 57 
H. Supervise cashiers 3.3 10.0 33 
I. Credits and collection ; 4.6 6.0 76 
J. Revise and approve terms of contracts for capi- 

tal acquisitions ; 2.8 7.8 36 
K. Participate in long-range firm planning 1.9 3.0 O4 
L. Advise the board of directors 3.7 4.7 79 
M. Accounting operations 4.2 3.2 79 


Source: Tabulations from survey replies 


him to have widely diversified training including such areas as 
sales and personnel. 

Question III was designed to discover whether there was any 
difference between the time spent on various activities and the im- 
portance attached to those activities by financial executives. Table 4 
provides a distribution of the mean ranking of order of importance 
of the listed activities A through M. Table 5 provides a similar dis- 
tribution for the miscellaneous other activities in addition to those 
specifically listed on the questionnaire. The relative importance of 
the items is indicated by their average ranks. 

The general pattern of Tables 4 and 5 parallels that of Tables 2 
and 3. There is a wide variety of activities. No single activity receives 
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a preeminent ranking in order of importance. “Participation in long- 
range planning” received the top rating. This is significant because 
it emphasizes that the finance function is to considerable extent 
a planning function.® 

The second ranking item is “accounting operations.” The responsi- 
bilities of finance officers are to some degree accounting responsi- 
bilities. This confirms the general impression that accounting posi- 
tions are an important route to high-level positions in financial 
management. 


TABLE 5 


DISTRIBUTION OF RANKINGS OF RELATIVE IMPORTANCE OF 
MISCELLANEOUS GROUP OF FINANCIAL ACTIVITIES 
FOR LARGE FIRMS 
Number of 
Arithmetic Rankings 
Activity Mean Received 
1. Approval of sales contracts. 
2. Co-ordinate finance department 
3. Sales.... 
4. General policy- -making. ed 
5. Supervise pension and employe: ee benefits. . . 
6. Control and procedures auditing... . . 
7. Administration. . . ee 
8. Purchasing direction. . . 
9 
10 
11 
12 


. Inventory control. pice 
. Supervise banking, j insurance, and credit depts Poeee 
. Federal and state income taxes : 
. Payroll.. keer ad: 
13. Advising subsidiary operations atta’ 
14. Stockholder relations 
een 
16. Financial report to management — 
17. Miscellaneous supervision. . . . 
18. Public relations........ 
ED. TnSUranoe, «6. - os noes veces ensecerce: 
20. Supervision of distribution warehouse a 
21. Office management nee ere oc ae 
22. Temporary investment of funds . 
23. Consideration of donations and membership. . aa 
24. Salary administration ea ; 15 


6 


6 


DDO WNIAD UMW WW WWD ND 6 ttt 
a 
eee eer Keer es Cine ane ee ase ee 


Source: Tabulations from survey replies. 


Third in importance is “revise and approve terms of contracts for 
capital acquisitions.” This is also related to the planning function, 
but emphasizes as well another factor of significance. The question of 
whether financial factors influence the volume and rate of business 
investment is frequently raised. Would an investment plan be 
abandoned if the requisite financing or financing possibilities were 

6. Professor H. G. Koontz observed in this connection that financial activities are a 
segment of the planning and control functions in the firm. He also commented that an 


aggressive financial executive may view every activity as a financial activity (since it 
will ordinarily have a financial aspect) and may seek to dominate the company. 
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not available? The high rank in importance of this item implies that 
financial considerations are likely to bear heavily upon a decision as 
to whether or not to engage in a large fixed asset acquisition. Finan- 
cial considerations and investment decisions are undoubtedly closely 
related. When a question of engaging in an asset acquisition arises, 
the financial aspects are discussed early. While it may not be possi- 
ble to judge ex post whether or to what extent financial considera- 
tions play a part in an investment decision, it is likely that the 
financial considerations are taken into account before the invest- 
ment decision goes very far. A contemplated investment may be 
abandoned because actual or potential funds are insufficient. The 
volume of investment which is not made for lack of financing is un- 
known, but it appears certain that financing is a factor. 

Fourth ranking is “preparation of long-term budgets,” reflecting 


again the importance of the planning function. Fifth in importance | 


is “advise on expenditures for purchase of capital assets,” closely 
related to the formulation and revision of contracts covering such 
activities, discussed above. Sixth in importance is “supervise 
cashiers.” This reflects the function of custodianship of cash. 

The order of importance attached to the individual finance func- 
tions emphasizes the great significance of the planning responsi- 
bilities of finance officers. This is in contrast to an emphasis on day- 
to-day cash and working capital management responsibilities. An 
interrelationship between the two undoubtedly exists. Any expendi- 
ture policy will certainly have an impact on working capital and 
cash flows. But the type of management analysis required for work- 
ing capital conservation is quite different from the kind of long- 
range planning necessary for fixed asset acquisitions and related 
activities, such as long-range firm planning, product development, 
adding or substracting from the product line, etc. 

On a priori grounds a relationship between the replies to questions 
II and III would be expected. The respondents are likely to over- 
estimate the relative amount of time spent on activities to which they 
assigned a rank of high importance in question III. Also, of course, 
they would be likely to assign high ranks to activities which occupy 
the major portion of their time. A rank correlation between the 
answers to questions II and III was computed. The activities in ques- 
tion II were ranked by the arithmetic means of proportion of time 
spent on the activity. The more time spent on the activity, the 
higher was the rank assigned. For example, more time is spent on 
“accounting operations” than on any other activity. It therefore re- 
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ceived a rank of 1. The activities of question III were ranked by the 
order of importance rating received in the replies. 

The rank correlation coefficient is .352. The critical value for an 
N of 13 at the 5 per cent significance level is approximately .476. 
Hence the observed rank correlation is not significant. 

The practical implication of this is that financial executives do 
not spend a greater proportion of their time on the activities they 
consider to be the most important. Some interpretations may be sug- 
gested. The activities of greatest importance may require relative- 
ly little time. For example, the purchase of a large fixed asset might 
occur rather infrequently and a relatively small amount of time 
might be devoted to this kind of activity. But in terms of the long- 
run survival of the firm, such an acquisition or failure to acquire 
is of tremendous significance. Another possibility is that finance 
men are shunted into activities they would rather not do. The 
answers to question VIII provide more evidence in this matter. 

A similar rank correlation coefficient analysis was made for the 
unlisted miscellaneous items in questions II and III. The rank cor- 
relation coefficient observed was .371. The number of items was 
eighteen. The critical value for the 5 per cent significance level is 
399. Again the rank correlation coefficient is not significant. This 
further confirms the finding that the amount of time spent on 
activities does not measure the importance attached to these ac- 
tivities by financial executives. 


THE FINANCE FUNCTION IN THE ORGANIZATION FRAMEWORK 
OF THE FIRM 


The nature of the finance function is further illumined by analysis 
of its place in the organization structure of the firm. Questions IV, 
V, VI, and VII supply information on the finance function in the 
organization of the firm. 

Four out of five of the firms surveyed do not use a finance com- 
mittee. The functions of the finance committee, when used. are 
similar to the activities of finance officers as described in responses 
to questions II and III. 

Typically, the chief financial officer serves as chairman of the 
finance committee. When not held by the financial officer, the posi- 
tion is occupied by the chairman of the board of directors, the presi- 
dent of the company, or the vice-chairman of the board of directors. 
In the author’s opinion, a finance committee is usually found in the 
largest of large companies, where the finance function is of greatest 
importance. 
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Question IVB attempts to discover how decisions of the financial 
executive are co-ordinated with decisions of other officers. Table 6 
presents a summary of the co-ordinating procedure used in the 81 
per cent of the companies which have no finance committees. It will 
be seen from Table 6 that the most important co-ordinating proce- 
dures are carried out by an executive committee, by the president, 


TABLE 6 


CO-ORDINATING METHODS IN SUBSTITUTE FOR FINANCE COMMITTEE 


Co-ordinating Procedure Frequency 
1. Executive committee............. 7 
2. Through the president........... ieee Mime eer PU eRe ewe 5 
DS. Dy GCUAO—-ONSONR COMTITOMIOS.. «5-0 5 oc cence ce ccneesvecsssisesacer a. 3 
4 2 
5 1 


. Through executive meetings and board of directors. . . 
. Direct contact with the president and three principal officers. . . 
6. Attendance at board and committee meetings and through individual consulta- 


RES Sao pi anetaeceha'si pices Mv als Ho eae doe eas eee 1 
7. Weekly meetings 1 
8. All decisions on financial matters submitted to president ‘and treasurer for ap- 

proval or disapproval icv elown's won aia ea ean oo. 
9. Through the board of ELE ONCE 1 
10, Frequent meetings of officers.......-. +. 0-sccecsecesecrcrceses 1 
11. Reports to executive committee of board of directors through the president. 1 
12. Capital budgets, cash budgets, personal contact................... 1 
13. Executive committee and management committee attended by secretary- 

treasurer. i ees aa re 1 
14. Meetings when necessary pe 2 Fate 8 a ae ee A 1 
15. Through staff meetings. ..... 1 
16. Meetings of major division SS RRC che ER REAN ARIA Be iy 1 


17. Constant discussion : 1 


18. Through committees and the Chairman of the Board. En! 1 
19. Vice presider it and treasurer reports to vice-president and manager... 1 
20. Management committees 1 
21. Vice-president and treasurer consults with officers and in significant instances 
obtains approval of board of directors. ... es aan 1 
22. By direct contact of financial executive with other executives. .... pane 
23. As director answers questions at board meetings... . 1 
24. No unilateral action involving two departments is taken; all administrative de- 
cisions are made only after co-ordinating conversations between officers who 
might some way be affected... Sake. dalaea 1 
25 as s when necessary with president and board of directors. oe 
26. Discussed with president, executive vice-president, and executive committee 1 


or by informal meetings of officers. The observed wide variety of 
co-ordinating devices underscored the amorphous nature of the finan- 
cial officer’s responsibilities and his diversified place in the firm’s 
organization structure. 

Question V asks to what officer or board the chief financial ex- 
ecutive reports. In most of the fifty-seven firms replying to this 
question, he reports either to the president or to the president and 
the board of directors. In other words, the finance officer is charac- 
teristically responsible to the chief executive of the firm. Likewise, 
answers to question VI indicate that the chief financial executive is 








omer 


ar rene: RO 


ORE SEN eres ere 











ancial 
able 6 
he 81 
[t will 
proce- 
‘ident, 


7} 


‘requency 


ieee ee mewust 


ety of 
finan- 
firm’s 


ial ex- 
o this 
nt and 
harac- 
-ewise, 
tive is 








ew ects ER I 


ey enews nr 





The Finance Function 275 


usually appointed by the board of directors or the president, or 
both. These relationships of finance officers in the organization hier- 
archy reveal the importance of finance functions. As the survey re- 
plies indicate, high-level decisions either are primarily financial or 
have a crucial financial aspect. Further, it appears that financial com- 
mitments (control of the dollar) are responsibilities which generally 
are not decentralized. 

Exactly 50 per cent of the companies replying state that the chief 
financial executive is a member of the board of directors. If he is a 
member, his major activities are to supervise financial operations, 
to act as secretary or secretary-treasurer of the company, and to give 
advice on financial matters. If he is not a member, he usually re- 
ports directly to the board or to the board through the president. 
Frequently, he attends all board meetings to advise, consult, and 
report on financial matters, or he may be called upon to attend when 
required. Often he deals directly with two or three directors who 
are particularly interested in financial matters. These relationships 
confirm the impression gained from previous questions that, although 
the finance function is not clearly defined, financial activities are of 
great importance and enter into most top-level policy decisions. 


THE FINANCIAL MANAGER IN ACTION 


This study was stimulated in part by the question of whether the 
day-to-day activities of finance officers are an appropriate subject 
matter for college courses. Even though financial managers spend 
most of their time on working capital management, activities routine 
in nature and easily learned on the job, should not be emphasized in 
university courses. In question VIII we sought both direct and in- 
direct answers to this problem. In the first part of the question we 
asked financial officers to list the subjects they consider important 
in the training of financial managers; in the second part we asked 
what they themselves consider important day-to-day responsibilities. 

The answers to question VIII are summarized in Tables 7 and 8, 
which preserve as far as possible the wording used by the finance 
officers in their replies. We did not wish to lose the spirit of their 
recommendations by altering their replies into academic ter- 
minology. A review of the items and their frequency in Tables 7 
and 8 establishes that the day-to-day activities are more than 
routine in nature.’ They involve sophisticated accounting analysis, 

7. These brief key statements do not convey the richness and significance of the ex- 


tended discussions by the respondents, nor does space permit quotation to the degree 
necessary to prove the conclusion stated. However, some published descriptions of the 
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TABLE 7 


FINANCIAL ACTIVITIES CITED AS THOSE WHICH 
SHOULD BE STRESSED IN THE 
TEACHING OF FINANCE 
Number of 
Firms Citing 
This Financial 
Financial Activities Activity 
NN 55. 65g ca chi ta ae ae ewe ven 
Acquisition of and mergers with other firms......... 
Analysis 
Break-even-point analysis.................. 
Business analysis ach deteriora 
Changing economic conditions............... 
ree 
Methods and systems improvement. 
Operating ratios 
Banking procedures and requirements 
Drafts, checks, bills, and letters of credit...... 
Money and credit pase eee an aaaeae 
Budget 
Budget control, poperinn of budgets. .... 
Expense control. sautrhetees ae 
Cash handling procedures erry 
Credit and collections. 
Foreign exchange and foreign finance. . 
Fund acquisitions 
oe ial and wun dhe ewrrerwes aad 
Capital structure...... die peu mele ae 
Equity ownership................ 
Low-term financing. alacbas te Wate yer. 
Short-term financing. . pemnaie 
Stock and bond issues............. nde Gomes 
PN TN Ae OUP ION oc ves css cevennscnserses 
Planning 
Long-range planning.................. ambaw tba 
Sales and management problems................. 
Understanding needs of management........ 
Reorganization Delhi an:duacesacelacauae 
Shareholder and public relations............... 
Taxes 
Miscellaneous 
Broadest possible training to understand problems of 
production, sales, industrial relations, etc.. 1 
Legal—business law, contract law.............. +: ae 
1 
1 
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role and responsibility of financial management illustrate the kinds of activities referred 
to in the replies to the questionnaires and underscore the professional nature of financial 
activities subsumed under the “working capital approach.” See, for example, E. C. 
Breisford, Budgetary Control and Financial Forecasting, Financial Management Series 
Number 87, American Management Association, 1947; A Program of Financial Plan- 
ning and Controls; The Monsanto Chemical Company, Financial Management Series 
Number 103, 1953; How H. J. Heinz Runs Its Financial Planning and Controls, Fi- 
nancial Management Series Number 106, 1954; H. G. Peterson, “The Coordination of 
Company Financial Planning with External Economic Conditions,” N.A.C.A. Bulletin, 
XXVII (March, 1946), 875-87. 
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TABLE 8 


DAY-TO-DAY RESPONSIBILITIES RATED IMPORTANT 
BY FINANCIAL MANAGERS 





Number of 
Firms Citing 
This Financial 
Type of Responsibility Activity 
Accounting 
Careful handling of the accounting function................... 8 
Review construction projects and contracts for accounting records 
SNS a 3c oa ia Sal «nn aus orem ois Sede ne eae oie eek A 
: Analysis 
ee 2 
Discuss financial forecasts with president..................... 1 
ee ee 1 
ST III ON oso g sscicis eve rend ooen casneie's 1 
Study of current economic conditions......................... 2 
' Assets Acquisitions 
; Authority for purchase and sale of capital assets............... 1 
no a og woo Fe. Cop hors a eriisin oe eeKiegede ne 2 
Review of capital expenditure projects......................4. 1 
Satewsardine COMPANY Ganets... ..... oc occncccccsecscesens 3 
} SID lo Sela on Sra Site hb aE RR ieee 1 
Banking facilities for company’s operations...................... 5 
’ Budgets 
3 oie 4. win da-psn akan Kea DROSS Ree Renee ASE e aaan 8 
; INS ca.th ess cig dain xine nwo meiscls dicieioden ewe wae Saino aoe Ss 2 
ELLE OEE LION. Ue 2 
NS gs deo ccstaxea' maaan mes mmeiehomneened oes 1 
Cash 
Convertibility of foreign currencies for international companies.. 2 
: ere re 7 
4 III II os  ossic oc ncccscedcccaudesenawatinctle 3 
f tah il dei At i eet ase SR eee aren ne ey NT ACESS Shee 2 
} Control 
; CRE I GUID GENO ani 5.0 55 okies oe bh asiiecetnwe eeneris 1 
Advising operating departments.....................02--005- 1 
Coordination of departments toward control of expenses........ 1 
eats roc cee achin gop oa ease Ora eet 1 a 
; Liaison with operations ied ne Mace eae Seeona swears ptec ean ae : 
Ne Fate ct ig de knb ese ume e eae Re eee Keeee 1 ; 
Review internal operating reports. ..................... aus. ON * 
P g rep 
Supervision of internal control....... ai dbacgre es ates Rete acs 1 “ 
Credit $ 
SPCR LOL EERE TE OTP TTT TET ET 2 * 
Maintain adequate lines of credit................. Set ee 2 T en 
Is ono psn oe suns Avrk oa osipeawee eas egreoe! » 
Financial Policy } 
, Communicate financial policies to subordinates.......... 


waidee, OM 
Consultation regarding finances of subsidiaries.............. 1 
Directing over-all financial policy............... NO ont ee 
Examine general financial policies........... Fak Ginn eaten 1 
Ss oe orci cc icc acne ae dan ce ab keeamiaeee 3 
Financial public relations............... A tegen ea ae gt 

1 

1 





mers Financial reports to board....... 
—a Fiscal polic 

E. C. va al 

Series Informing executive committee and board of earnings and financial 

1 7 condition of company . rts lehe-atec etek dee. tay ogee 

Plan- Investment of surplus funds..... . ree paar tharie adie: ah 
Series Maintain soundly financed operations........................ 2 
ls, Fi- j Review construction projects and contracts for financial aspects. . 

ion of Fund Acquisitions 
ulletin, Capitalization aimed at highest possible rating for securities issued 2 


Continual study of capital structure with regard to money markets, 
conditions in securities and prospects............-..-.0+-0-5 
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TABLE 8—Centinued 
Number of 
Firms Citing 
This Financial 


Type of Responsibility Activity 

Fund Acquisitions Cont. 

Long-term debt acquisitions........... BE oe Oe eae 1 

Maintain proper relations between existing corporate structure and 

corporate structure and company plans........... ictowsse 2 

Operation of sinking fund for retirement of funded debt......... 1 

Refinancing ..... sad shes Ste SAE TR lt orp sa cal “can asks ek iw 1 

Short-term debt acquisitions............. paca captemae Fea ee 3 
Ra recs pace ne avevanconwme nines tone eer ok akaos ce 2 
Planning 


Keep informed on internal and external developments bearing on 
NEE EE RE Ee Prat Nee 


Participating in top management decisions and planning. .... a 
Taxes 
Preparation and filing of tax returns.......................... 2 
Review of important tax developments.................. oe 
Revision of policy to meet tax changes.................... on 
Tax conferences. ..... PIR pe oer arc 2 
Taxes and effect on company policy..................seeeee0: 1 
Miscellaneous 
Rds Sos cae b 5 wien pene eee boraaia wn 1 
Ps ME, GE TMIIOIIOR, «ooo. cn cc ccc ccesecce meccscoes 2 
Legal conferences. . : CAPER aaa SSeS eee SNe te ie 1 
i ... ....<. acwheeeheneaakenaenereebs 2 
on i ioe aig a Wate mal dees eae abe nae ais 1 
Training personnel. . . Matta ach isthe a Oee Mena ia eS par 
Wage and salary structure and payment........... tarhetene a oe 


training and understanding in the use of financial tools, and financial 
ideas.* In addition, the replies to this question corroborated the 
great diversity of financial activities. 

We computed a correlation between the frequency ranking of the 
phases of finance activity as important day-to-day responsibilities 
and their ranking as appropriate classroom subjects. The purpose of 
this analysis, like that of correlating the answers to questions II and 
III, was to see whether the items which finance officers ranked high 
in importance as day-to-day responsibilities also consumed a high 
proportion of their time. The rank correlation coefficient is .552. 
The critical value for the rank correlation coefficient with N of 10 
at the 5 per cent level of significance is .564. Hence this correlation 
is not significant. 


CoNCLUSIONS 


The foregoing analysis of finance functions and their place in the 
organization of business firms provides a basis for several con- 


8. The emergence of new forms of working capital sources may have increased the 
importance and complexity of budgetary control and other aspects of the “working 
capital approach” to financial management. For example, with the growth of amortized 
loans, budgeting nd planning to meet payments have received more emphasis by 
lenders and increased recognition by borrowers. 
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clusions. These generalizations may be most usefully developed by 
consideration of the following issues. 

1. Are the day-to-day activities of finance officers mainly routine? 
The bulk of evidence from answers to the questionnaire indicates 
that working capital management and other day-to-day responsi- 
bilities of finance officers are exceedingly significant and require a 
high level of competence. 

2. Should finance courses emphasize the working capital manage- 
ment approach or the approach which stresses the acquisition of 
long-term funds? The wide variety of activities and responsibilities 
of finance officers dictates the conclusion that neither phase should 
be emphasized at the expense of the other, and that neither phase 
should be neglected. Both working capital management and im- 
portant episodes in the life of the firm, such as acquisition of long- 
term funds, purchase and sale of capital assets, and long-range 
capital budgeting, are of great significance. Although a higher 
proportion of time may be spent on working capital management, 
the individual financing episodes are of such overwhelming im- 
portance and of such lasting effect upon the life of the firm that 
they must be adequately covered in studies of finance. 

3. Should finance courses and materials take the insider’s or the 
outsider’s point of view? Phrased in another way, should finance 
courses emphasize the administrative or managerial point of view 
or should they be representative of a program of general education? 
These two points of view are not incompatible. There is need for 
both of them. Indeed, neither point of view can be effectively de- 
veloped without simultaneous consideration of both. The financial 
manager whose preoccupation is internal administration of the firm 
must still take into account the reaction of outsiders to his opera- 
tions. The claims and pressures of outsiders must also be adjusted 
to the responsibilities and problems of internal financial administra- 
tion. Hence it seems essential to base financial management decisions 
on both points of view. 

Similarly, the issue between the large firm versus the small firm 
as appropriate orientation for subject matter for finance courses 
seems to be a false one. If principles and theories of business finance 
are stressed, they will in most respects be as applicable to the small 
firm as to the large firm. The basic ideas are fundamentally the 
same, even though there will be different emphases on the principles 
and different factual environments in their application to large 
firms compared with small firms. 

It is interesting to note in this connection that the respondents 
repeatedly stated that a major responsibility of a finance officer is 
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the interpretation of accounting data and financial results to man- 
agement officers, many of whom have little background in account- 
ing or finance. They also stressed the fact that a finance officer 
must integrate his activities with the other management activities 
in a business firm. This suggests that finance courses should be 
generously supplemented by courses in other areas, with special em- 
phasis on accounting, economics, statistics, business law, credits 
and collections, marketing, insurance, and production management. 

This survey does not provide information on other still unsettled 
issues. These include the sequence in which the materials should be 
presented, the number of courses to be devoted to business or cor- 
poration finance, and the question of whether working capital man- 
agement and major finance episodes can be handled in one text- 
book or whether they require separate treatment. Another un- 
answered question asks whether teaching tools should consist main- 
ly of textbooks, short problems, or lengthy cases. The evidence de- 
veloped in the survey does not suggest a basis for resolution of 
issues of this kind. 


APPENDIX I 


QUESTIONNAIRE ON THE FINANCE FUNCTION AND ITS 
PLACE IN THE BUSINESS ORGANIZATION 


I. The executive in charge of the finance function of the firm bears the follow- 


title: 
Vice President, Finance .. Auditor 
Controller .-.-.---Cashier 
Treasurer ......-.----Other (please specify) 


Chief Accountant 


II. Please indicate by a check on the time scale the approximate average per- 
centage of your time per annum that you spent on the following activities: 
A. Preparation of long term budgets 
0 10 20 30 40 50 60 70 80 90 100 percent 
NS Gee Oks SS a ee 
B. Contacts with investment bankers 
C. Planning security issues and provisions thereof 
D. Contacts with commercial banks and other suppliers of short term funds 
E. Preparation of cash budgets 
F. Advise on dividend policy 
G. Advise on expenditures for purchase of capital assets 
H. Supervise cashiers 
I. Credit & collections 
J. Revise and approve terms of contracts for capital acquisition 
K. Participate in long range firm planning 
. Advise the Board of Directors 
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IV. 


VI. 


VI. 
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M. Accounting Operations 
Please specify their nature 
N. Other activities (Please specify) 


Undoubtedly the aforementioned activities are not of equal importance in 
the fulfillment of your responsibilities. Therefore would you please indicate 
their difference by numbering the activities (listed below) in order of their 
importance. 
Preparation of long term budgets 
Contacts with investment bankers 
...Planning security issues and provisions thereof 
...Contacts with commercial banks and other suppliers of short term 
funds 
Preparation of cash budgets 
Advise on dividend policy 
Advise on expenditures for purchase of capital assets 
Supervise cashiers 
Credit and collections 
Revise and approve terms of contracts for capital acquisition 
...Participate in long range firm planning 
..Advise the Board of Directors 
Accounting operations 
Other (Please specify) 
Is there a finance committee in your firm Yes( ) No( ) 
A. If so, what are its major functions 
B. If not, how are the decisions of the financial executive co-ordinated with 
the decisions of the officers and the committees? 
C. Who, if not the chief financial officer, serves as the chairman of the finance 
committee 


. To what officer or board does the chief financial executive report: 


President 
............Board of Directors 
ee Finance Committee 
Vice President 
I Tire II eae 


Who appoints the chief financial executive? 
..Board of Directors 
President 
Executive Committee 
Finance Committee 
Other (Please specify) 


Is the chief financial executive a member of the board of directors? 
es 
.....NO 
A. If a member, what are the major activities of the chief financial executive 
B. If not a member, what is the nature of his relationship with the board of 
directors? 
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VIII. Textbooks in Corporation Finance have traditionally stressed decisions in 
connection with long term financing problems: issuing bonds, common stock, 
capitalization readjustments, reorganization, etc. A recent tendency in Cor- 
poration Finance textbooks is to stress the day-to-day activities of the 
financial manager; however, the texts are rather vague with respect to just 
what these continuous finance operations are. We would greatly appreciate 
your observations on the question of which phases of finance should be 
stressed in teaching finance. Also, can you indicate what, if any, are the im- 
portant day-to-day responsibilities of financial managers. 


Please use additional pages, if necessary. 





—-~_-m mae &® @ ae = 


ions in 
| stock, 
in Cor- 
of the 
to just 
reciate 
uld be 
he im- 








DEVELOPMENTS IN SAVINGS AND LOAN 
ASSOCIATIONS, 1945-53 


Harotp W. TorGERSON 
Northwestern University 


IN THE STRONG COMPETITION for savings funds in the postwar 
period, the savings and loan associations are showing a rate of 
growth considerably more rapid than any of their competitors.’ The 
extraordinary growth of these associations has made them an in- 
creasingly important factor in the fields of savings institutions and 
home mortgage financing. Many of the recent developments and 
current problems faced by these associations are of special interest 
to competing institutions and to the investing public. 

Table 1 presents a condensed statement of condition of all savings 


TABLE 1 


STATEMENT OF CONDITION OF ALL SAVINGS AND LOAN ASSOCIATIONS 
IN THE U.S. AS OF DECEMBER 31, 1953 


(in millions of dollars) 








Assets Liabilities 

Mortgage loans and con- Savings accounts...... $22,823 85.4% 

| . $22,492 84.2% Borrowed money...... 1,030 3.8 
Government bonds.... 1,923 7.2 Other liabilities....... 852 oa 
Cash and due from General and unallocated 

Serer 1,481 &.5 II 5 vo: 'nw ewe a 2,021 7.6 
Other assets.......... 830 3.1 

Total Assets...... $26,726 100.0% $26,726 100.0% 











Source: Trends in the Savings and Loan Field, 1953 (Washington, D.C.: Home Loan Bank Board, 1954), p. 5. 


and loan associations in the United States as of December 31, 1953. 

Savings accounts amounting to $22.8 billion were 85.4 per cent 
of total liabilities, the total of borrowed funds was $1,030 million 
or 3.8 per cent, and general reserves amounted to $2,021 million or 
7.6 per cent of total liabilities. The major assets of these associations, 
of course, were mortgage loans (including a small amount of real 
estate contracts), which comprised 84.2 per cent of total assets, and 
were equal to 98.6 per cent of savings accounts. Cash and govern- 
ment bonds made up 12.7 per cent of total assets. 

1. The term “savings and loan associations” is used in this article to include co-oper- 


ative banks, building and loan associations, homestead associations, and similar institu- 
tions. 
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In the savings and loan field there is a structural pattern some- 
what parallel to that in the banking field, with a dual system of 
federal and state charters. There were 6,010 associations at the end 
of 1953.* Of these, the 1,604 federal-chartered had assets of $14.0 
billion; and 4,406, with state charters, had assets of $12.7 billion? 
These associations are served by eleven Federal Home Loan Banks 
(FHL Banks), making long- and short-term advances to and re- 
ceiving deposits from members in their districts, and by the Federal 
Savings and Loan Insurance Corporation (FSLIC), which insures 
savings share accounts of members. The FHL Bank System had 
4,108 association members (1,604 federal and 2,504 state-chartered) 
while the FSLIC had 3,304 members (1,604 federal and 1,700 state- 
chartered) .* The Home Loan Bank Board establishes policies, issues 
regulations, and supervises the operations and activities of the FHL 
Banks, the FSLIC, and the federal savings and loan associations. 
Through regulations applying to all members of the FSLIC, and 
through minimum liquidity requirements applicable to all members 
of the FHL Banks, the Board also exercises some control over the 
operations of many state-chartered associations. 


PostTwaR GROWTH 


Table 2 presents the increase in savings funds in selected institu- 
tions during the eight-year period ending December 31, 1953. This 
table includes the major institutions (including savings bonds) used 
by individual savers in investing funds that are repayable. Life 
insurance companies showed the greatest growth in liabilities to 
savers ($28.0 billion) and an increase of 75 per cent over 1945. 


2. Data from Trends in the Savings and Loan Field, 1953 (Washington, D.C.: Home 
Loan Bank Board, 1954), pp. 5-8. 


3. Only a limited number of associations have branches. Of 1,581 federal associations, 
there were 113 that had a total of 161 branches at the end of 1952. Annual Report 
of the Housing and Home Finance Agency, 1952, p. 193. 


4. Trends in the Savings and Loan Field, pp. 5-8. Members of the FHL Bank System 
had 94.7 per cent of the assets, and members of the FSLIC had 88.3 per cent of the 
assets of all associations at the end of 1953. There are some differences from the com- 
mercial banking system structure. In the banking field, membership in the Federal De- 
posit Insurance Corporation is greater than in the Federal Reserve System, while in the 
savings and loan field, membership in FHL Bank System is greater than in FSLIC. 
At the close of 1952, the FHL Banks also had 23 mutual savings bank and 5 life in- 
surance company members. Associations comprise the total membership of the FSLIC. 
Federal associations must belong to both the FHL Bank System and to the FSLIC. 
Of the 4,028 members of the FHL Bank System on December 31, 1952, there were 1,024 
that had under $1 million assets, 1,846 were in the over $1 million and under $5 million 
group, 1,027 were in the over $5 million and under $25 million group, and 131 associ- 
ations were in the over $25 million group and had about 28 per cent of the total assets 
of members. Combined Financial Statements of Members of the FHL Bank System, 
1952 (Washington, D.C.: Home Loan Bank Board, 1953), p. 13. 
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Savings and loan associations had the second largest dollar increase 
($15.5 billion) and the largest percentage increase, 210 per cent.° 
Other important institutions were the commercial banks (time de- 
posits of individuals, partnerships, and corporations), savings bonds, 
and mutual savings banks with increases in this period ranging from 
$6.4 billion to $12.1 billion, and percentage increases of from 15 
per cent to 59 per cent. It is clear that savings and loan associations 
deserve recognition as substantial gatherers of savings funds, and 
there is definite evidence to back their claim that they are “America’s 
fastest growing financial institutions.’”® 


TABLE 2 
LONG-TERM SAVINGS OF INDIVIDUALS IN SELECTED INSTITUTIONS 


(dollar amounts in millions) 


DEcEMBER 31 INCREASE 
INSTITUTION 1953 1945 Amount Per Cent 
Savings and loan associations...... $ 22,823 $ 7,365 $15,458 210 
Life insurance companies......... 65 ,500 37,509 27 ,991 75 
Mutual savings banks............ 24,345 15,332 9,013 59 
Commercial banks... .. Serer - 29 ,929 12,072 40 
Postal savings... . any A Ree ere 2,466 3,013 547 — 18 
U.S. Savings bonds..... ee 42 ,900 6,400 15 


$206 , 435 esi an 








Source: Data are from Investments of Individuals in Savings Accounts, U.S. Savings Bonds and Life Insur- 
ance Reserves, 1953 (prepared by Operating Analysis Division, Home Loan Bank Board). Data on commercial 
banks pertain to time deposits of individuals, partnerships, and corporations. 


Their rapid growth is a result of many factors. Managements, for 
example, have been highly aggressive, both in thrift promotion, and 
in attracting funds to their institutions. These efforts have taken 
various forms. Budgets have been increased to permit greater ex- 
penditures for radio, television, and newspaper advertising, and for 
stimulating Christmas and vacation clubs, payroll savings, and school 
savings accounts. Many offer a variety of minor services such as 
providing safe deposit boxes, sale and redemption of United States 
savings bonds, and sale of money orders and travelers’ checks. Fa- 
cilities have been modernized, associations have moved to better 

5. Data on the growth of the same institutions over the 1939-53 period indicates that 
the rapid relative growth of the associations has persisted over a longer period. The 
rate of growth of the associations for this period is more than double others in the group 
listed above with the exception of savings bonds. However, for this longer period the 


dollar increase for commercial banks, savings bonds, and life insurance companies ex- 
ceeded the increase for the associations. 


6. Open-end investment companies are relatively small in total assets as compared to 
savings and loan associations, but have had a more rapid rate of growth in recent years. 
The growth of life insurance companies differs from other savings institutions in that 
it would continue for a period even if no new policies were sold. 
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locations, and some have opened branches. Mutual savings banks 
have engaged in similar activities, but as a group have the disad- 
vantage of limited geographical coverage. Of importance, also, are 
the attractive dWidend tates paid by the associations. In most com- 
munities these dividends provide higher yields to savers than the 
returns paid by competitive institutions. 

The insurance provided by the FSLIC has been another factor 
of importance. While the total number of associations decreased 
from 6,149 at the end of 1945 to 6,010 at the close of 1953, the 
number of associations enjoying the advantage of savings account 
insurance increased from 2,475 to 3,304. Certain improvements in 
insurance have tended to win greater confidence on the part of 
savers. These improvements will be discussed later.’ 


NATURE OF SAVINGS ACCOUNTS 


The two most widely used types of savings accounts in these as- 
sociations are (1) the passbook accounts, and (2) the investment 
accounts.* Passbook accounts, which are the more popular, permit 
savers to add to their accounts or withdraw from them at irregular 
intervals and in irregular amounts. Dividends are credited, usually 
at semiannual intervals. In the case of investment accounts, certifi- 
cates are issued usually in units of $100 or in multiples of this sum. 
Dividends are usually paid semiannually by check. Withdrawals 
must be in full share units. 

At present most associations permit withdrawals from either type 
of account on demand, but contracts stipulate that associations may 
require either 30-day or 60-day notice on withdrawals over $100. 
If an association is unable to meet withdrawal requests at the end 
of the notice period, charters or regulations usually require the 


7. Mention should be made, also, of the activities of certain firms, particularly in 
New York, Boston and Chicago, that have advertised extensively and stimulated the 
flow of some funds to savings and loan associations. The total amount of funds re- 
ceived by associations through these brokers probably constitute only about 1 per cent 
of total savings accounts of all associations. The associations pay these firms a com- 
mission (usually 1 per cent) on the funds that they channel to them. The advertising 
of these firms features the relatively high rates and the insurance aspects of share 
accounts. The commission is usually contingent on the funds remaining with the asso- 
ciations for a period of one year. It is paid when the account is opened, but the broker 
agrees to.make a refund if the funds are withdrawn within a year. In a speech before 
the 61st Annual Convention of the United States Savings and Loan League on Novem- 
ber 24, 1953, W. W. McAllister, chairman, Home Loan Bank Board, stated that the 
Board was considering the issuance of a regulation restricting commission payments. 
See The Commercial and Financial Chronicle (December 3, 1953), p. 35. 


8. There is variation in the names applied to these types of accounts. The passbook 
accounts are similar in practice to the savings accounts in a mutual savings bank or in 
the savings department of a commercial bank. 
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application of a substantial portion of all cash receipts of the as- 
sociation for the purpose of meeting requested withdrawals.® Char- 
ters or regulations usually stipulate that when an association has 
paid $1,000 on a withdrawal request, it has the right to place the 
balance of the request at the bottom of a list of similar withdrawal 
notices. The association may continue this process, paying $1,000 
at a time, until the entire amount is paid. In recent years only a 
few institutions have required notice, but some require it as a regular 
practice on withdrawals over a stated amount. 

The number of savings accounts in savings and loan associations 
in the United States increased from approximately 8,000,000 at the 
end of 1945 to 14,250,000 at the end of 1953.1° On the latter date, 
the amount of the average account in an association was $1,619, 
which was close to the $1,569 average regular account in mutual 
savings banks on the same date."’ At the end of 1945, the average 
account in a savings association was $945. 

The ratio of annual withdrawals to total savings accounts at the 
beginning of the year increased from 20.6 per cent in 1945 to 30.2 
per cent in 1953.’* In other words, withdrawals in 1953 were at a 
rate equivalent to a complete turnover of accounts within less than 
three and one-half years. This increase in rate of turnover is not 
a favorable factor. Savers undoubtedly are following a normal prac- 


9. Most of the federal associations have either a Charter K or Charter N. Charter K 
provides that a 30-day notice may be required of account holders who wish to make 
withdrawals. If withdrawals are not paid at the end of 30 days at least one-third of the 
receipts from accounts and from borrowers must be applied toward repayment of with- 
drawal notices on file. Withdrawal provisions for Charter N associations are not stipu- 
lated in the charter but are subject to regulations of the Home Loan Bank Board. Cur- 
rently, the regulations are rather similar to the Charter K provisions. See Rules and 
Regulations for the Federal Savings and Loan System (Washington, D.C.: Home Loan 
Bank Board), Sec. 145.4. 


10. Data supplied by United States Savings and Loan League, Chicago, Il. 


11. Mutual Savings Banking (February, 1954), p. 3. Five states (Connecticut, 
Massachusetts, New Jersey, New York, and Pennsylvania) are of major importance 
in mutual savings banking. They had 88 per cent of the accounts and 90 per cent of 
the deposits of these banks in 1953. With respect to savings associations, five states 
(New York, Pennsylvania, Ohio, Illinois, and California) had 49 per cent of the total 
amount of savings accounts in 1952. 


12. Computed from data in Trends in the Savings and Loan Field, 1953, p. 5, and 
from Housing Statistics (Washington, D.C.: Housing and Home Finance Agency) March 
1954, p. 25. Data from a large sample of mutual savings banks indicate a ratio of annual 
withdrawals to total savings accounts of 26.7 per cent in 1947 (first year data are avail- 
able), and 26.4 per cent in 1953 (letter dated June 1, 1954, from John W. Sandstedt, 
executive secretary, National Association of Mutual Savings Banks, New York.) A sur- 
vey by the Federal Reserve Bank of Chicago of time deposit debits in 187 member and 
non-member banks in the Seventh Federal Reserve district in 1953 indicated that there 
was a turnover of these deposits, on the average, about once in two years. Business 
Conditions (Federal Reserve Bank of Chicago) March, 1954, p. 15. 
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tice, however, in using their accumulations to build or purchase 
homes, and in a period of active construction such withdrawals are 
substantial. Probably, however, the intensive advertising of these 
institutions is attracting funds that are of a more temporary nature 
than those received some years ago. 

Another interesting ratio results from relating annual with- 
drawals to savings received. For the year 1953 withdrawals were 
$5,782,000,000, savings received were $9,425,000,000, and the net 
inflow was $3,643,000,000.'* This means that $61 of each $100 
of savings received during the year were used to meet withdrawals, 
and there was a net increase of $39 in accounts. It is perhaps in- 
teresting to note that withdrawals from accounts and the receipt 
of savings tend to be concentrated in two months of the year. About 
30 per cent of the withdrawals and 25 per cent of the savings inflow 
in 1953 came in the two months of January and July, the usual 
beginnings of the semi-annual dividend periods. 


CHANGES IN SAVINGS AND LOAN INSURANCE 


The insurance of accounts provided by the Federal Savings and 
Loan Insurance Corporation undoubtedly has been an important 
factor in the rapid growth of associations. It has increased the 
confidence of the public, and made many people willing to establish 
accounts with little prior investigation of the financial standing of 
particular associations. The insurance has been very effective in 
attracting out-of-town money to certain associations that have 
sought such funds. 

The basic law under which the insurance corporation was estab- 
lished was enacted in 1934 and amended in important respects in 
1950 and 1951. A first change increased the amount of insurance 
from $5,000 to $10,000 per account.'* Probably this will tend to 
increase slightly the average size of accounts. 

A second change relates to the basis of settlement of insurance 
claims. Before the recent amendments, in the event of default a 
saver’s claim was settled, at his option, either by the establishment 

13. Data from Table 1, Savings and Mortgage Lending Statistics, United States, Janu- 
ary, 1954. Of 805 associations reporting to United States Savings and Loan League (and 
officials of the League report that they believe the sample to be representative), 175 
had a ratio of withdrawals to savings receipts of less than 50 per cent, 410 had ratios 
from 50 per cent to 70 per cent, and 220 had ratios of 70 per cent or higher. Current 


Savings Association and Cooperative Bank Trends (Chicago: U.S. Savings and Loan 
League, Spring, 1954). 

14. Any two people (as man and wife) may each have a $10,000 account in their 
individual names, and in addition may have a joint account. Each of the three accounts 
would be insured to $10,000. 
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of a new account at another insured institution, or by an immediate 
cash payment of 10 per cent of the insured portion of the account, 
45 per cent in non-interest-bearing debentures maturing one year 
after default, and the remaining 45 per cent in similar debentures 
maturing three years after default. The law now states that “in the 
event of default” by any insured institution, payment of each in- 
sured account shall be made by the FSLIC as soon as possible either 
in cash or by making available to each insured member an account 
in another insured institution in an amount equal to the insured 
account of such member.”® The present settlement sections of the 
FSLIC law are identical with those in the law pertaining to the 
Federal Deposit Insurance Corporation. 

What constitutes a default is not entirely clear. Section 401 (d) 
states: “The term ‘default’ means an adjudication or other official 
determination of a court of competent jurisdiction or other public 
authority pursuant to which a conservator, receiver, or other legal 
custodian is appointed for an insured institution for the purpose of 
liquidation.** The likely reasons for appointing a conservator or 
receiver probably would be impairment of assets so that the value 
would be less than liabilities to creditors, members, and all other 
persons; or conduct of the business in an unlawful or unsafe man- 
ner..* Inability of an association to pay savings accounts at the 
end of a 30- or 60-day waiting period after notice of desired with- 
drawals probably would not constitute a default, as the charter or 
regulations in most cases provide that payment may be extended 
over a longer period of time.*® 

15. The FSLIC also may act to prevent the default and liquidation of an insured 
association in difficulty. In the spring of 1950 the Corporation purchased the entire 
assets of an insured association for a sum sufficient to pay all shareholders and creditors 
in full. Liquidation of the assets of this association was virtually completed by Decem- 
ber 31, 1951, with complete recovery of the disbursed funds. In the eight years ending 
in 1952, this is the only case in which the Corporation was called upon to assist an 


insured association (Annual Report of the Housing and Home Finance Agency, 1950, 
p. 190; 1951, p. 194; and 1952, p. 188). 


16. Section 401 (d) of the Title IV of the National Housing Act as amended. 


17. These reasons are emphasized in Section 148.1 of Rules and Regulations for the 
Federal Savings and Loan System which specifies the circumstances under which the 
Home Loan Bank Board may appoint a conservator for a federal savings and loan 
association. 


18. The laws pertaining to banks in some states also provide for deferment of with- 
drawals of deposits, giving the Superintendent of Banking, or other official, authority 
to limit and regulate withdrawals as necessary in unusual and extraordinary circum- 
stances. See Horace Russell and William C. Prather, “Legal Aspects of Savings Ac- 
—. Legal Bulletin, Part I (January, 1953) (Chicago: U.S. Savings and Loan 

eague). 
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DIVIDEND RATES 


There has regularly been considerable diversity in the dividend 
rates paid by savings and loan associations. In the early postwar 
period the rates for most associations were in the 2 per cent to 
3 per cent range, with some associations paying higher rates. With 
the general increase in interest rates in following years, the dividends 
paid by associations also have increased. Surveys indicated that for 
groups of over 500 associations, the modal rate was 24 per cent at 
the end of 1951, 3 per cent at the end of 1952, and the same at the 
end of 1953.’* There is a tendency for rates paid in some southern 
and western states to be higher than in other parts of the country. In 
most communities the dividends paid by associations have been 
higher than the returns paid by commercial banks and equal to or 
greater than the dividends of the mutual savings banks. The associa- 
tions have had a competitive advantage on this point which has prob- 
ably been an important factor in attracting funds. 

A special factor which came up in 1952 probably was unimportant 
in affecting dividends generally, but may have induced boards of 
directors to raise dividend rates in a limited number of cases. This 
was the first year savings and loan associations (and mutual savings 
banks) were subject to federal income taxes. Under the law and 
regulations, associations are permitted to deduct from gross income, 
in addition to all operating expenses, all dividends paid to holders 
of withdrawable accounts. These dividends are comparable to the 
interest expense of banks in connection with savings deposits. In 
addition, all allocations to reserve for losses are deductible from 
gross income until surplus, reserves, and undivided profits equal 12 
per cent of withdrawable accounts. Associations in the “under 12 
per cent group” have a more liberal reserve allocations basis than is 
available to banks, but the only source of capital funds for these 
mutual institutions is retained earnings.*® About one-fifth of the 
savings and loan associations currently are in the “12 per cent and 
over” group, and any additional allocations to reserve for bad debts 
that they make are deductible only if they prove to the satisfaction 

19. The most comprehensive study known to the writer of dividend rates paid by 


associations is the annual survey made by United States Savings and Loan League 
entitled Current Savings Association and Cooperative Bank Trends. 


20. The annual addition to a reserve for bad debts that a bank may make for tax 
purposes is on a different basis. It is based upon the bank’s average ratio of losses to 
loans over a 20-year period with a top limit. For most banks the average losses in the 
current 20-year period probably are lower than the average for similar periods ending 
in recent years. 
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of the Commissioner of Internal Revenue that their bad debt ex- 
perience warrants such an addition. Under the tax law, there is some 
temptation for associations in the “12 per cent and over” group to 
increase the dividend rate, and, as is the case of any business cor- 
poration, there may be a tendency to increase expenditures for 
promotional activities, a practice which would reduce earnings. If 
these activities are successful in attracting funds, the ratio of sur- 
plus to share liabilities also would be reduced. 


RESERVES AND UNDIVIDED PROFITS 


For all associations, general reserves and undivided profits equaled 
7.6 per cent of their assets at the end of 1953.71 This compares with 
a ratio of all capital accounts (including surplus, undivided profits 
and general reserves) to total assets of all commercial banks in the 
United States on the same date of 7.2 per cent, and a comparable 
figure of 9.4 per cent for all mutual savings banks.”* 

The ratio of reserves and undivided profits to assets of savings 
associations has remained very stable in the postwar period. With 
the rapid growth in share accounts, this is a commendable record 
from a safety standpoint and has required the retention of consider- 
able earnings. Data on 4,028 associations for 1952 indicate that 30 
per cent of net income was retained and 70 per cent was distributed 
in dividends.”* 


MortTcGAGE LOANS 


In the postwar period there has been a strong demand for home 
mortgage funds. During 1953 the estimated volume of mortgages of 
$20,000 or less recorded on non-farm properties in the United States 
reached a new high of $19.7 billion, of which savings and loan 
associations were the mortgagees on $7.4 billion or 37 per cent.”* 
This share of the total new mortgage volume was higher than typi- 
cal in the previous decade (usually about 31 per cent). Part of this 
gain probably is traceable to efforts of the associations, but another 


21. Trends in the Savings and Loan Field, 1953, p. 5. 


22. Computed from Assets, Liabilities and Capital Accounts, Commercial and Mutual 
Savings Banks, December 31, 1953 (Federal Deposit Insurance Corporation, 1954), pp. 
6-7. Data on commercial banks apply to United States and possessions. 


23. Combined Financial Statements of Members of the Federal Home Loan Bank 
System, 1952, p. 47. 


24. Data are from Estimated Home Mortgage Debt and Financing Activity, 1953 
(Home Loan Bank Board, May 1954), p. 3. Data are not available on the extent to 
which associations may be purchasing loans for or selling loans from their portfolios. 
Section 163.23 of the FSLIC Regulations limits such sales during a year to 20 per cent 
of the dollar amount of loans held on January 1 of that year. 
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factor of importance was that changes were occurring in the money 
market which increased the attractiveness of other investments to 
insurance companies and banks. 

Other mortgagees in 1953 were the commercial banks with $3.7 
billion, individuals with $2.8 billion, insurance companies with $1.5 
billion, mutual savings banks with $1.3 billion, and others (trusts, 
philanthropic, and educational institutions, mortgage companies, 
etc.) with $3.0 billion. The aggregate mortgage loans outstanding on 
one- to four-family non-farm homes in the United States at the end 
of 1953 was approximately $65.9 billion, of which the associations 
held about $21.0 billion or 32 per cent.” At the end of 1952, associa- 
tions held 24 per cent of the loans. 

In the investment of funds, federal associations are restricted to 
real estate mortgages, unsecured property improvement loans, loans 
on savings accounts, stock of a home loan bank, and obligations of 
home loan banks and the federal government. Most of the states 
grant their associations broader investment powers, with investments 
permitted in state and municipal obligations. Several states permit 
associations to make the same types of investments as the savings 
banks in their states.*° However, for all associations at the end of 
1953, the total of state, municipal, and corporate bonds was only 
0.4 per cent of the total assets. 

At the end of 1953 mortgage loans comprised about 82 per cent 
of the total assets of associations.** Of these loans, 77 per cent were 
of the “conventional” (non-FHA or VA) type, the risk being borne 
by the associations. Nearly all mortgage loans are written on an 
amortized monthly direct reduction basis. In December, 1953, the 
average size of new loans granted was $6,663.** The typical interest 

25. Ibid., p. 2. Life insurance companies held $13.0 billions of mortgages of this type 


on the same date. The total of all types of mortgages held by life insurance companies 
at the end of 1953 was $23.3 billion. Federal Reserve Bulletin (April, 1954), p. 369. 


26. See Carl F. Distelhorst’s chapter on “Savings and Loan Associations and Mutual 
Savings Banks” in Herbert V. Prochnow, American Financial Institutions (Prentice- 
Hall, Inc., 1951), p. 138. 


27. This percentage is a little less than indicated in Table 1 because real estate con- 
tracts and “other loans” are excluded. As of the close of 1952, the mortgage loans held 
by all associations were divided as follows: FHA loans, 5 per cent; GI loans, 18 per 
cent; conventional loans, 77 per cent. Data are from Selected Balance Sheet Data, All 
Operating and Insured Savings and Loan Associations (Operating Analysis Division, 
Home Loan Bank Board, May 14, 1953). In contrast, of the loans on one- to four- 
family properties held by life insurance companies at the end of 1952, FHA loans were 
37 per cent, and VA loans 29 per cent of the total. Mortgage Investments of Life In- 
surance Companies (Home Loan Bank Board, 1953), p. 2. 


28. Computed from data supplied by Operating Analysis Division, Home Loan Bank 
Board 
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rate on loans early in 1954 was 5 per cent, but a substantial number 
of institutions reported a higher lending rate as most common with 
them.”® While there were a number of associations, like other lending 
institutions, that made no VA-guaranteed home loans in 1953, as- 
sociations as a group made about 28 per cent of the total volume 
of such loans during the year.*° 

In the postwar period there have been relatively few defaults on 
mortgage loan payments serious enough to warrant foreclosures on 
properties. Real estate holdings and real estate sold on contract 
were only 0.3 per cent of assets at the close of 1953.* This favorable 
experience has been a result of increasing real estate prices, high 
incomes, and stable employment. 

Some of the savings and loan associations have shown the same 
aggressiveness in seeking mortgage loans as in seeking savings 
funds. One of the best indications of this is activity in the construc- 
tion loan field. In Arizona, about 57 per cent of the loans made by in- 
sured associations in 1952 were of this type. California associations 
followed with 48 per cent.**” Construction loans were 32 per cent 
of total loans made by all associations in the same year. To attract 
borrowers, a few associations offer interest rates which decline in 
steps, as 54 per cent on the first 48 monthly payments, 5 per cent on 
the next payments, and then similar steps to 44 per cent and 4 per 
cent. It is logical to have a decreasing rate as the quality of the loan 
increases and risk declines. Another development is the application 
of the open-end clause, familiar in public utility corporation financ- 
ing, to home-mortgage loans. Provision is made in the wording of 
the mortgage so that when there has been a decline in the debt, the 
borower may obtain additional advances secured by the original 
lien.** This enables the borrower to secure relatively cheap funds for 
home improvement purposes and provides additional loans for the 
lender. Another attractive feature offered to borrowers by some 

29. Current Savings Association and Cooperative Bank Trends (Spring, 1954). Most 


associations have a variable rate policy and adjust the interest rate on a particular loan 
to the amount, risk and maturity of the loan. 


30. VA Monthly Statistical Summary on Loan Guaranty. 
31. Trends in the Savings and Loan Field, 1953, p. 5. 


32. Computed from data in Savings and Home Financing Source Book, 1953 (Home 
Loan Bank Board, 1953), pp. 28 and 29. Associations in the states of South Carolina, 
North Dakota, Connecticut, Utah, Georgia, New York, and North Carolina in 1952 
had percentages of construction loans to total new loans ranging from 39 per cent to 
43 per cent. Data for 1953 were not available at time of writing. 


33. See Savings and Loan News (July, 1952), pp. 17-19, and The Mortgage Banker 
(August, 1952), pp. 24-27. The balance due on the debt plus the advances usually 
cannot exceed the original indebtedness. 
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associations is the right to defer loan payments temporarily if pay- 
ments are ahead of contract schedule, or if regular monthly pay- 
ments have been made for three or four years. Prepayment privi- 
leges are quite usual. Federal charters limit prepayment penalties, 
and many associations have a policy of not requiring such penalty 
payments. 


LIQUIDITY 


At the end of 1945, cash on hand and United States obligations 
constituted about 39 per cent of withdrawable accounts of associa- 
tions.** This abnormally high ratio was the result in large part of a 
limited loan demand in the war years. Between 1938 and 1940, this 
ratio ranged between 7 per cent and 9 per cent. In the postwar period 
there has been a steady decline from the 39 per cent level to 12.7 
per cent at the end of 1953. If borrowed money were deducted 
from cash and governments at the end of 1953, the net liquid assets 
of all associations would have been only 8.9 per cent.®* At the end 
of 1952, the associations held government securities of longer aver- 
age maturity than those held by commercial banks, and they there- 
fore were assuming a greater risk of fluctuation in the market prices 
of these securities. The average maturity of the government securi- 
ties in the portfolios of mutual savings banks, however, was longer 
than for the associations.*® 

While the ratio of cash and government bonds to withdrawable 
savings is significant, the ability of associations to meet withdrawal 
requests over a long period depends basically upon (1) the rela- 
-tion of savings inflow to withdrawals, and (2) the relation of annual 
loan repayments to the mortgage portfolio at the beginning of the 
year.** In the last five years the total volume of savings accounts 
of associations has approximately doubled. The inflow of funds 


34. Percentages in this paragraph are computed from data in Trends in the Savings 
and Loan Field, 1953, p. 5. 


35. The United States Savings and Loan League states that of 818 associations re- 
porting at the end of 1953 their ratios of cash and government securities to total savings, 
135 had ratios of less than 10 per cent, 312 had 10 per cent and under 15 per cent, 180 
were between 15 per cent and under 20 per cent, and 191 had ratios of 20 per cent or 
higher. Current Savings Association and Cooperative Bank Trends (Spring, 1954). 


36. Data on maturities of government securities held by insured commercial banks 
and insured mutual savings banks are found in Assets, Liabilities, and Capital Accounts, 
Commercial and Mutual Savings Banks, December 31, 1952, pp. 10 and 62. The United 
States Savings and Loan League reported similar data on 710 associations as of Decem- 
ber 31, 1952, in Current Savings Association and Cooperative Bank Trends (1953), p. 4. 
Similar data on associations as of the close of 1953 are not available. 


37. Other potential sources of funds would include sale of mortgage loans, and bor- 
rowed money. 
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has exceeded the outflow. As long as this continues, associations 
as a group should have no major problems in meeting withdrawals. 
It is important, however, to note (as mentioned earlier) that the 
rate of withdrawals to accounts also has been increasing. 

If, in a future period, the savings inflow is less than the outflow, 
then the second factor, repayments on mortgage loans (which con- 
stitute about 84 per cent of the assets and 98 per cent of savings 
accounts), would become very important. At the end of each year 
the United States Savings and Loan League estimates the ratio of 
loan repayments made during the year (loans paid off and amortiza- 
tion payments) to the total amount of mortgage loans at the begin- 
ning of the year. These ratios (28.6 per cent in 1947, 23.1 per cent in 
1948, 19.8 per cent in 1949, 20.5 per cent in 1950, 24.5 per cent in 
1951, and 24.2 per cent in 1952) indicate a greater cash flow than 
probably most people would expect from a mortgage loan portfolio.*® 
This flow has been higher than normal because of the active real 
estate market in recent years, and probably would decline in a period 
of economic recession when the inflow of savings also probably 
would decrease.*® 

Recent year-end statements of associations indicate a gradual in- 
crease in the total of borrowings from Federal Home Loan Banks 
and other sources, and at the end of 1953 were at a new high of 
about $1,030,000,000. However, the percentage of borrowed funds 
to withdrawable savings has remained relatively stable in the postwar 
period at from 4 per cent to 6 per cent.*° About half of the associa- 
tions had no borrowed money, others had borrowings of 10 per cent 
of total savings accounts or more.*’ Regulations of the FSLIC set 
a general maximum upon borrowing, limiting it to one-half of the 
amount of the savings accounts except upon prior approval of the 
Board.*” 


38. Data supplied by the Research Department, United States Savings and Loan 
League. 


39. One association with a mortgage loan portfolio averaging $75,000,000 in 1953 
advised the writer that payments of $16,700,000 were received on principal during the 
year. This sum included payments in advance of contract and loans retired as well as 
contractual payments. The association estimated that contractual payments on princi- 
pal were about one-half the total received. Even in a period of economic stress there 
would always be some payments received in advance of contract. 


40. The percentages were computed from data in Trends in the Savings and Loan 
Field, 1953, p. 5. The seasonal peak in borrowing is at the end of the year. 

41. Of the 4,108 members of the FHL Bank System on December 31, 1953, 48 per cent 
had no advances from the banks. Housing Statistics (March, 1954), p. 23. 


42. Federal Savings and Loan Insurance Corporation Rules and Regulations for In- 
surance of Accounts (Home Loan Bank Board, September 1, 1951) Sec. 163.8. The 
Federal Home Loan Banks have established a line of credit for each association, and 
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On December 31, 1953, advances were being made by the 
Federal Home Loan Banks at rates averaging about 3.00 per cent.* 
These loans tend to increase the profits of a borrowing institution, 
and there is a temptation for associations to borrow liberal amounts.“ 
The wisdom of such borrowing is a debatable point.** Probably 
there is general agreement that borrowing in moderation is appropri- 
ate to meet seasonal and temporary needs.** Likewise, there prob- 
ably is little objection to moderate borrowing for expansion pur- 
poses by associations which rank high in liquidity, in quality of 
loans, and in the ratio of reserves and undivided profits to savings 
funds. For associations not in this position, however, it seems that a 
policy of restraint in use of borrowed funds for expansion pur- 
poses should be followed. This would have the effects of limiting 
risk and keeping borrowing power available for use in a period of 
slow collections and declining share accounts. 


CoNCLUDING OBSERVATIONS 


In the postwar period the aggressive policies of savings and loan 
associations have resulted in a strong growth record. Among the 
financial institutions that gather savings, this growth has been sur- 
passed in dollar amount only by the life insurance companies, and 
the associations have exceeded the latter in terms of rate of growth. 
The savings accounts of associations have grown more rapidly than 
those of commercial banks or mutual savings banks, although the 
latter institutions still are custodians of a greater volume of savings. 
In the home financing field, the associations also have a strong posi- 
tion, for they hold a larger volume of loans and are doing a greater 
portion of current lending than any other single group. 

We have seen that of the assets of associations, 84.2 per cent are 
mortgage loans, 7.2 per cent are government bonds, and cash makes 
generally provide that not more than one-half of the line be used for expansion pur- 
poses. 


43. Quarterly Statements and Other Pertinent Data Reflecting the Operations of the 
Federal Home Loan Banks, December 31, 1953. (Home Loan Bank Board), p. 10. 


44. The same is true of commercial banks and rediscounts at Federal Reserve Banks. 
In the commercial banking field, however, most banks have a policy of minimizing the 
use of bills payable or rediscounts. 


45. People who regard borrowing for expansion purposes more favorably generally 
state (1) that one of the purposes in establishing the Federal Home Loan Banks was to 
channel money to institutions in areas where local capital for home financing is inade- 
quate, and (2) that associations can borrow money on a favorable repayment basis 
(amortized—up to ten years) and at relatively low cost. 

46. FHL Bank advances at the end of 1953 were a total of $951 million. Short-term 
advances (1 year or less) were $634 million; long-term advances (1 to 10 years) were 
$317 million. Housing Statistics (March, 1954), p. 23. 
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up 5.5 per cent. A question that has been raised is whether it would 
be desirable that these associations have broader investment powers. 
Federal associations, in general, are limited to United States obliga- 
tions and real estate mortgage loans. Some analysts believe that 
if laws were revised to authorize greater diversification in invest- 
ment portfolios, there would be greater safety and liquidity for 
savers. They think that this diversification should be geographical 
as well as according to type of business risk. Their idea is that the 
assets of savings and loan associations should be more similar in 
nature to those of the mutual savings banks which have built such 
an enviable record. Problems would be encountered if such a change 
were made, but they could be met. One of the major difficulties 
would be the lack of general investment skill and experience in the 
managements of associations. This would apply particularly to the 
very large number of small savings and loan associations. A change 
in investment practice would tend to reduce earnings, and decrease 
the competitive advantage that associations now have in the rates 
they pay to savers. It also might lead to greater regulation and 
supervision than at present. 

In the aggressiveness shown by associations, there may be certain 
dangers. The advertising of some institutions and the liberal div- 
idends paid may be attracting funds of a temporary nature, and 
the growth of savings in some instances has been faster than the 
growth of accumulated reserves. A few institutions appear to be 
slighting liquidity, and making an excessive volume of loans in rela- 
tion to their savings accounts.** In some associations the volume of 
loans has grown so rapidly that questions arise as to whether 
adequate emphasis is being given to qualtiy. In this field as in 
others, expansion sometimes may be over-rapid. 

As a group, savings and loan associations are in their best period 
since the early thirties. The depression was hard on them, as it was 
on the banks, but both groups have made strong recoveries. The 
establishment of the FSLIC and the FHL banks, the general use of 
the monthly amortization plan on loans, and the improvements in 
supervision have greatly strengthened the associations. Their rapid 
growth indicates that they are providing services desired both by 
savers and by people seeking loans on homes. Their prestige is 
high, and prospects are for their continued rapid growth. 

47. For example, see the speech of W. H. Husband, general manager of the FSLIC 
before the 1953 Management Conference of the Savings Association League as reported 
in Savings Association News (February, 1953), p. 7 (New York: Savings Association 
League of New York State). Dr. Husband stated that of the 50 largest associations 


at the end of 1952, 12 had a ratio of cash and governments of less than 10 per cent, 
and 6 had a ratio of mortgage loans to savings in excess of 110 per cent. 











THE PUBLIC DEBT LIMIT 


H. J. Cooke AND M. KatzEn* 
Federal Reserve Bank of New York 


DISCUSSIONS OF RAISING the public debt beyond the ceiling of $275 
billion, as fixed by the Public Debt Act of 1946, have aroused cur- 
rent interest in the history and development of the debt limit. It 
seems appropriate, therefore, to review the history of congressional 
restrictions on the size of the public debt. Until World War I, Con- 
gress granted specific authority to the Secretary of the Treasury 
for a certain amount of borrowing whenever there was a need for 
new funds. At the beginning of World War I, Congress shifted its 
restrictions from authorizations for specific loans, such as the Pan- 
ama Canal loan, the terms of which could be readily predetermined, 
to separate limits for specific types of securities, which would allow 
a greater choice of issues by the Treasury. This procedure was first 
altered so that two or more different types of securities could be 
issued under a single ceiling, and then was replaced by an all in- 
clusive debt limit with a coverage applying to all securities (in the 
year 1939). These changes reflected the need for greater flexibility 
in the management of the growing public debt. Since the size of the 
debt at any one time reflects the cumulative results of fiscal policy 
as expressed in separate spending and revenue authorizations by 
Congress, the debt ceiling provides an automatic review of the trend 
in the results of fiscal policy whenever an increase in borrowing 
above the current ceiling is necessary or a decrease in borrowing 
has made a reduction in the ceiling possible. 


Wortp War I BorrowInGc 


In view of the uncertain national security and defense require- 
ments upon our entry into World War I, Congress established a 
five billion dollar aggregate limit on new issues of bonds under the 
First Liberty Loan Act of 1917 (April 24, 1917). Recognizing the 
immediate need for short-term funds, provision was also made for 

* This note represents the personal views of the authors and not necessarily those of 
the Bank. It covers developments through May 1954. 


1. A detailed description of the main characteristics of the several types of public 
issues currently outstanding is given in articles by H. J. Cooke on the “Cash Borrowing 
of the United States Treasury: Nonmarketable Issues,” “Marketable Issues of the United 
States Treasury,” and “Marketing of Treasury Bills” in a booklet on The Treasury and 
the Money Market published in June, 1954, by the Federal Reserve Bank of New York. 
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the issuance of one-year certificates of indebtedness in the amount 
of $2 billion.? The limit on bonds was an aggregate total which 
could be issued over time, whereas that on certificates was a re- 
volving authority applying to the amount outstanding at any one 
time. In the next move, a $2 billion revolving authority for five-year 
war savings certificates, with interest discounted in advance, was 
provided in the act of September 24, 1917. At the same time, the 
aggregate issue ceiling on Treasury bonds was raised to $9.5 billion 
(a maximum of $7.5 billion being provided in addition to the Treas- 
ury bonds in the amount of $2 billion which were already issued 
or offered under the act of April 24, 1917). The limit on the revolving 
fund of certificates of indebtedness was doubled to $4 billion. This 
law—the well-known Second Liberty Bond Act—remains the basic 
legislation for the issuance of Treasury securities, but the original 
provisions have been changed many times by amendments in sub- 
sequent acts. 

In keeping with the policy of establishing individual limits on 
specific types of securities, further increases were declared under 
the amendments to the Second Liberty Bond Act contained in the 
Third and Fourth Liberty Bond Acts of 1918. Finally, in the Victory 
Liberty Loan Act of March 3, 1919, provision was made for the 
issue of one-to-five-year Treasury notes with an aggregate issue 
limit of $7 billion and the revolving authorization for certificates 
was raised to $10 billion. The notes provided an important instru- 
ment for refunding the relatively substantial volume of short-term 
debt issued previously; the notes were more manageable than certifi- 
cates as their maturities could be spaced at convenient intervals. 

By including these notes and raising the limit on the certificates 
of indebtedness, the Victory Liberty Loan Act raised by $17 billion 
the existing permissible debt of $26 billion, which included $22 bil- 
lion in Treasury bonds (Fourth Liberty Bond Act of July 9, 1918) 
and $4 billion for war savings certificates (act of September 24, 
1918). The combined potential of $43 billion in Treasury obligations 
which could then be issued was considerably more than the maximum 
public debt of slightly over $25 billion actually outstanding in 1919. 


DEVELOPMENTS IN THE TWENTIES 


To facilitate the use of short-term borrowing, a small increase of 
$500 million was added to the existing $7 billion limit on the Treas- 
2. The issuance of the unissued portions of bonds authorized by the legislation of 


1909 and 1916 was also permitted, but these securities were to be sold for specific pur- 
poses. 
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ury notes, and the authority was changed from an aggregate total 
to a revolving fund by the act of 1921. No further changes were 
made until the act of 1929 which authorized issuance of Treasury 
bills and applied the existing $10 billion revolving authorization for 
one-year certificates to both types of securities. Treasury bills were 
introduced to provide a more flexible short-term instrument than 
certificates. They could be more readily timed to coincide with the 
Treasury’s needs for funds than certificates, which at that time were 
issued on fixed dates, and since they were not to be sold at fixed 
interest rates but at discounts fixed by subscribers through competi- 
tive bidding, the cost of the borrowing could be adjusted rapidly 
to changing market conditions. For example, if borrowing became 
necessary during periods of temporary stringency and high money 
rates, bills could be issued and then refunded at lower cost when 
the stringency had passed. 


INCREASES DURING THE “GREAT DEPRESSION” 


As the government’s financial requirements increased during the 
thirties with the onset of the depression and the adoption of “pump- 
priming” programs, changes in fiscal policy were accompanied by 
increases in the limits permitted on notes and bond issues. In 1935, 
the authorizations for all issues except bonds were combined under 
a single revolving ceiling, while that for bonds was reduced some- 
what, but here also the old aggregate ceiling on amounts to be 
issued was replaced by a revolving fund. At the same time, savings 
bonds were authorized within the bond ceiling, with a limit on the 
amount an individual might purchase, the Savings bonds to be 
counted at their maturity value. In May, 1938, however, a combined 
limit of $45 billion was placed on the authorization for bonds, certifi- 
cates of indebtedness, Treasury bills, and notes, but a provision was 
added placing a specific $30 billion limit on bonds within the over-all 
limit. This change presaged the subsequent over-all limit which 
seemed to be the logical outcome of the changed fiscal situation. By 
striking out that $30 billion limit on Treasury bonds in the sub- 
sequent act of July 20, 1939, the remaining $45 billion com- 
bined limit automatically became the first over-all limitation on the 
size of the public debt with a general application to all principal 
types of securities; only a relatively small amount of minor issues 
were excluded. 


DEFENSE AND WAR CHANGES 


With the constant rise in deficit financing requirements following 
the adoption of our preparedness program after the outbreak of 
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World War II in Europe, the limit on all obligations issued under 
the Second Liberty Loan Act was raised to $65 billion by the Public 
Debt Act of February 19, 1941. At the same time an authorization 
for an additional $4 billion in outstanding debt, under an amendment 
to the Second Liberty Bond Act added by the First Revenue Act 
of 1940, was repealed. After our entry into World War II, the limit 
was raised further in the Public Debt Acts of 1942, 1943, and 1944 
($125, 210, and 260 billion, respectively). Finally, the ceiling was 
set at $300 billion under the act of April 3, 1945, and at that time 
obligations issued by government corporations but guaranteed by 
the federal government and held by private investors were made 
subject to the comprehensive ceiling. Prior to this time, specific 
ceilings existed for the respective corporations. However, beginning 
in October, 1941, the Treasury sought to consolidate all federal bor- 
rowing to eliminate any conflicts in the marketing of government 
direct or guaranteed obligations; a policy was instituted whereby 
“inds needed by government corporations would be borrowed from 
the Treasury instead of through the sale of guaranteed securities in 
the open market. When this policy was instituted, nearly $7 billion 
of guaranteed issues were outstanding and all of these were held 
by private investors. By the end of March, 1945 (just before these 
guaranteed, privately held issues were included in the debt ceiling), 
the securities of government corporations held outside the Treasury 
amounted to a little over $1 billion in contrast to a little over $11.5 
billion held directly by the Treasury. By the end of May, 1954, less 
than $85 million of fully guaranteed direct issues were in private 
hands. They consisted almost wholly of obligations of the Federal 
Housing Administration which were issued in exchange for guaran- 
teed mortgages. 


AFTER WorLD War II 


The total gross public debt never reached the $300 billion ceiling 
provided in the act of 1945, but it hit a peak of nearly $289 billion 
at the end of February, 1946 (including nearly $11 billion in un- 
earned interest in the maturity value of Savings bonds), after which 
it was reduced $10 billion within four months. At this time, the 
current redemption value rather than the maturity value of the 
Savings bonds was made subject to the ceiling, and a $25 billion 
reduction in the debt limit was made on June 26, 1946, when the 
present ceiling of $275 billion was established. 

The steady climb of the debt from a postwar low of about $251 
billion in April, 1949, to a high of over $272 billion at the end of 








302 The Journal of Finance 


July, 1953 again raised the question of raising the ceiling above the 
$275 billion set in 1946. A new ceiling of $290 billion was then re- 
quested from Congress. The measure was passed promptly by the 
House but was side-tracked in the Senate where the ceiling was 
viewed as an instrument for forcing economy on the executive branch 
of the government. During subsequent months, the statutory ceiling 
at times seriously limited the scope for both new money borrowing 
and refunding transactions, but the Treasury by drawing down the 
level of its operating cash balance and by relying more heavily on 
private financing in certain programs held the public debt within 
the ceiling, although for a time by a small margin. After Congress 
reconvened early in 1954, the request for an increase in the ceiling 
was renewed as the prospective requirements in the near future 
under existing programs exceeded the margin which would then be 
available. 


Dest Not SuBjEct To CEILING 


Despite the existence of the debt ceiling, a small part of federal 
obligations (amounting to nearly $555 million as of May 31, 1954) 
is exempt from the comprehensive ceiling which applies to issues 
sold in accordance with the Second Liberty Bond Act, as amended, 
and guaranteed obligations of federal agencies held outside the 
Treasury.*® The exempt portion consists mainly of obligations con- 
nected with ihe retirement of currency. On May 31, this currency 
obligation amounted to almost $450 million, or over 80 per cent of 
the total outside the limitation under the Second Liberty Loan Act. 
The other debt not subject to this limitation consists for the most part 
of several old public issues, some of which have matured. 

While the obligations included in this class are not subject to the 
well-known “debt ceiling,” they are subject to limitations under 
other statutes. For example, Postal Savings bonds were last issued 
July 1, 1935, and no new issue could be made after that date. The 
Panama Canal loan, issued in 1911, is also a closed issue. Similar 
restrictions apply to the “currency obligations.” United States notes 
are limited by the act of May 31, 1878, which requires that the 
notes be reissued when redeemed or received in the Treasury on 
any account; only slightly over half of the outstanding notes are 
included in the public debt obligations, however, as a gold bullion 

3. Private obligations guaranteed by federal agencies and held by private lending 
agencies such as home mortgages and loans on farm commodities under the agricul- 
tural price support program, are not limited by the terms in the specific program under 


which such guaranties may be made; they are not covered by the “statutory debt 
limitations.” 
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reserve (raised mainly in the 1870’s through the sale of bonds) 
covers $156 million of the issue. 

The outstanding national and Federal Reserve Bank notes, which 
have long been in the process of retirement, were assumed as ob- 
ligations by the federal government upon the deposit of lawful money 
for their retirement. When the notes become unfit for further cir- 
culation they are canceled and retired on receipt at the Treasury. 
The national bank notes were backed by federal obligations bearing 
the circulation privilege which have been called or otherwise made 
unavailable, while authority to issue Federal Reserve Bank notes 
against any direct United States obligations not bearing the circu- 
lation privilege or against eligible commercial paper was repealed 
by the act of June 12, 1945. 








ABSTRACTS OF DOCTORAL 
DISSERTATIONS 


THE GROWTH OF MAJOR BASIC STEEL COMPANIES 
1900-1948* 


GERTRUDE G. SCHROEDER 
United States Department of Labor 


THE PHENOMENAL GROWTH in the size of modern business cor- 
porations in the twentieth century poses major economic and politi- 
cal problems. An intelligent approach to their solution must be 
founded on a knowledge of how this growth came about and of 
some of its attendant characteristics. This study attempts to provide 
some of this necessary knowledge with respect to one group of firms 
—those comprising the twelve largest companies in the basic steel 
industry. 

On the whole, the growth patterns of the twelve steel companies 
are not much alike, though a typical growth pattern does emerge 
for those which grew primarily by internal expansion. The rate of 
growth was generally much more rapid during the early decades of a 
firm’s operations, with a tendency to level off, but not to decline, 
during the later decades. Speaking broadly, growth of the firms has 
been persistent and not greatly altered by cyclical influences. Merg- 
ers have profoundly affected the growth patterns of most of the 
companies. More than a fifth of the asset expansion of nine of them 
was attributable to mergers or acquisitions, and in one case the pro- 
portion was more than half. Steel company expansion has involved 
both horizontal and vertical integration, but not much extension 
into fields outside the making of steel and its products. 

During the early years, steel company expansions were financed 
in major part by resort to the securities markets, but this source of 
capital has not been of great importance since the 1920’s. As the 
companies have grown they have relied more and more on funds 
provided by depreciation accruals and reinvested earnings. Over the 
period as a whole, operations of the companies have been quite 
profitable, though the rate of earnings has tended to decline. Profit- 


* A dissertation completed at Johns Hopkins University in 1952. 
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ability varied widely among the companies, with the medium-sized 
and smaller ones showing the highest earnings rates. 

Growth of the steel industry has been brought about through ex- 
pansion of existing firms rather than through entrance of new firms. 
The growth pattern of each firm is primarily the result of the type 
of entrepreneurship associated with the firm, particularly in its early 
years; and differences in rates, methods, and directions of expansion 
largely reflect differences in the men who directed the firms. The 
corporate structure of the industry at mid-century appears to have 
become fairly stabilized. 








THE INSURABILITY OF CREDIT RISKS* 


DonaLp W. O’CoNNELL 
Columbia University 


THE STUDY IS AN INQUIRY into the insurability of business credit 
risks. Insurability is defined in terms of the conditions that any 
group of risks must meet if their outcomes are to be predictable 
within assignable limits. The objective is to establish the presumption 
that some classes of business credit risk may be considered insurable 
even in advance of the accumulation of data on their outcomes. 

Demonstration involves criticism of economic views on insur- 
ability and appraisal of certain operations of organizations dealing 
in the insurance of credit risks. The study covers the operations of 
two commercial credit insurance companies, the home mortgage in- 
surance program of the Federal Housing Administration, the busi- 
ness loan and guaranty program of the Reconstruction Finance 
Corporation, and the industrial loan and guaranty program of the 
Federal Reserve banks. 

The argument may be summarized: (1) For conceptual purposes 
insurability can be represented by the standard of measurement 
implied in the mathematical concept of a limit. A class of risk 
ventures may be considered insurable in theory if the ratio of loss 
outcomes to total outcomes approaches a definite magnitude as the 
number of members in the class is increased toward infinity. There 
are three conditions that must in principle be met by a class if any 
limit which may characterize it is to be exhibited. There must be a 
large number of such risks. They must be similar in defined respects. 
Their outcomes must be relatively independent. (2) In practice it is 
impossible for any class of risk ventures to meet the theoretical 
test perfectly. Every empirical grouping is finite. Nevertheless, 
methods exist which insurance instrumentalities employ to assure 
the construction of risk classes that satisfy the prescribed conditions 
as nearly as possible. (3) Whether the closest possible approximation 
is close enough to justify the conclusion that insurability has been 
proved is a question of policy rather than principle. For different 
policy purposes different degrees of approximation are acceptable. 
(4) Self-support is one approximation. It is used in this study. (5) 


* A cissertation completed at Columbia University in 1953. 
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Certain groups of credit risks have been able to meet the test that the 
criterion of self-support implies. They include risks insured by pri- 
vate commercial credit insurers, those insured by Federal Housing 
Administrator, and some of those insured by the Federal Reserve 
Banks. Judgment must be suspended in the case of the Reconstruc- 
tion Finance Corporation and in the cases of some groups covered 
under the Federal Reserve program. (6) Appraisal of the results 
achieved and the methods followed in the cases studied supports the 
presumption that efforts to extend the principles of insurance to 
groups of credit risks on which experience data are limited can be 
conducted in such a way as to maximize the prospect of meeting the 
basic pre-conditions for success. 








EXPERIENCE AND RETROSPECTIVE 
RATING PLANS* 


C. ARTHUR WILLIAMs, Jr. 
University of Minnesota 


INSURANCE RATES should be equitable. Thus ideally all insureds with 
exactly the same probability of loss should be charged the same rate, 
However, this is impracticable because the experience for each class 
of insureds would be too limited to be reliable. Therefore, the usual 
procedure in practice is to group together many insureds with ap- 
proximately the same probability of loss and charge them the same 
rate. 

As a result, some of these classes are very heterogeneous, and it is 
not equitable to charge all the members of the class the same rate. 
Experience and retrospective rating plans offer the best solution to 
this problem. 

The purpose of experience rating is to modify the class rate for 
the policy period on the basis of a comparison of the individual in- 
sured’s actual losses during the experience period with the expected 
losses for the average insured in the class during the same period, 
due allowance being given to the reliability of the insured’s experi- 
ence. Retrospective rating, on the other hand, is quasi-self-rating. 
The retrospective premium is not permitted to exceed a predeter- 
mined maximum nor fall below a predetermined minimum, but within 
that range it varies linearly with the losses during the policy period. 
The premium should be sufficient to cover the insured’s losses and 
loss adjustment expenses, his share of the expenses which do not 
vary with the losses, and a net insurance charge which is necessary 
because of the maximum-premium feature. 

A study of the theory underlying these two types of ratings is 
necessary for a complete understanding and appreciation of their 
strong points and their limitations. It reveals certain principles which 
should be common to all current plans since they do not depend 
upon the type of insurance to which they are applied. 

An analysis of current experience rating plans in property and 
liability insurance reveals many discrepancies between theory and 
practice and many different approaches to the same problems. The 


* A dissertation completed at Columbia University in 1952. 
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analysis includes the following elements: the eligibility requirements, 
the experience period, the experience to be included, modifications 
of the actual and expected losses because of large single losses and 
temporal changes, and the formulas. 

An examination of the same elements in current retrospective 
rating plans shows that these plans are a nearly homogeneous group 
and that there is general agreement between theory and practice. 
The thesis also considers the choice of the optimum retrospective 
rating values for the insured and the suggestion of a non-linear 
retrospective rating plan. 

In the conclusions, ideal experience and retrospective rating plans 
are outlined. These plans are meant to be suggestive, rather than 
definitive. A separate listing is made of the major defects in current 
plans which call for immediate correction. 








MULTIPLE EXCHANGE RATES: AN INSTRUMENT 
FOR IMPROVING FOREIGN-TRADE BALANCE* 


Mapo R. MAcpoNALp 


Prudential Insurance Company of America 


MULTIPLE EXCHANGE RATES are rates which vary according to the 
nature of the transaction without distinction as to the currency in 
which payment is to be made. They are restrictions on international 
payments and transfers; at the same time they constitute systems 
of exchange rates. Consequently they are of great concern to the 
International Monetary Fund, GATT, and ITO. 

The purpose of this study is to evaluate multiple exchange rates 
as an instrument for improving foreign trade balance in the light of 
alternative devices, such as quantitative restrictions, tariffs, devalua- 
tion, and domestic fiscal policies. Most of the discussion is in 
terms of the Latin-American experience, for it is in these countries 
that the majority of multiple rate systems are to be found today. 

Multiple exchange rates originated in the relationship between 
Argentina and the United Kingdom during the early thirties. Shortly 
thereafter they appeared in many of the other Latin-American 
countries. The great popularity of multiple rates in Latin America 
is due mainly to the economic characteristics of these countries— 
specifically to the fact that they are greatly dependent upon foreign 
trade and highly sensitive to external forces (such as depressions, 
decreases in foreign investments, and declines in world prices) over 
which they have but little control. As a result, they are extremely 
vulnerable to balance of payments difficulties. In the last decade, 
these payments problems have been further aggravated by the 
various policies adopted by the Latin-American countries to further 
their economic development. 

The traditional methods for correcting a country’s balance of 
payments deficit (i.e., fiscal policies and flat exchange rate adjust- 
ments) do not always work quickly or satisfactorily under the kind 
of environment found in Latin America. Fiscal measures are always 
slow to yield results even in economically advanced countries; in the 
underdeveloped countries of Latin America, there are further dif- 
ficulties encountered because of inadequate fiscal administration. 


* A dissertation completed at Yale University in 1952. 
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Flat exchange rate adjustments may have undesirable consequences 
on the terms of trade of the deficit country and, in the case of Latin 
America, they may—since they do not curtail imports selectively— 
prevent the economic development which these countries are cur- 
rently advocating. In view of these facts, the Latin-American coun- 
tries have resorted increasingly to exchange controls and multiple 
rate practices. 

Multiple exchange rates present great advantages from the point 
of view of market freedom (freedom of choice of the consumer) 
and flexibility. But even more important for the Latin-American 
countries are the beneficial fiscal impacts of multiple rates on the 
domestic economy. These advantages, however, are primarily short- 
run advantages: the perpetuation of multiple rate practices or the 
enlargement of their scope raises disadvantages at an increasing rate 
over time. Consequently though multiple exchange rates may be un- 
avoidable and even perhaps desirable as transitional cures for 
balance of payments difficulties (especially in the underdeveloped 
countries of Latin America), persistent efforts should be made to 
reduce them progressively by substituting other measures, such as 
tariffs, taxation, selective credit policies and, in many cases, also 
exchange rate adjustments. 











BANKING POLICY AND ECONOMIC DEVELOP- 
MENT: A BRAZILIAN CASE STUDY* 


Morris BoRNSTEIN 
Detroit, Michigan 


THE PURPOSE OF THIS STUDY is to investigate the organization and 
operations of the Brazilian banking system and certain related fi- 
nancial institutions in recent years and to examine their past and 
potential contribution to the financing of economic development in 
Brazil. Two responsibilities of banking policy are distinguished: (1) 
to keep the supply of money in appropriate relation to the supply 
of goods and services in order to restrain inflation, and (2) to dis- 
tribute this money supply properly among alternative producers or 
sectors of the economy in order to promote balanced economic 
development. 

In chapter i of the study, both aspects of banking policy are con- 
sidered in an analysis of the problems and principles involved in 
planning and financing economic development in underdeveloped 
countries. After a brief survey of the chief characteristics of the 
Brazilian economy in chapter ii, a case study of the extent to which 
the banking system and financial institutions of Brazil have ful- 
filled these twin responsibilities is presented in chapters iii-vii. Cen- 
tral banking and the control of the quantity of credit are discussed 
in chapter iii, while chapters iv, v, vi, and vii deal, respectively, with 
commercial banks, the Bank of Brazil, savings banks, and security 
markets, social security funds, and insurance and capitalization 
companies. 

Three principal conclusions are reached in this study: 

1. The monetary and fiscal authorities have failed to control the 
money supply and curb inflation in Brazil. Weak central bank and 
Treasury policies permitted the combination of private credit ex- 
pansion, Treasury borrowing at the Bank of Brazil, and the war- 
time accumulation of foreign exchange to expand the money supply 
450 per cent from 1939 to 1949; during the same period prices rose 
350 per cent. 

2. The financial institutions of Brazil have not distributed their 
loans and investments so as to promote national economic develop- 


* A dissertation completed at the University of Michigan in 1952. 
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ment. Commercial banks have concentrated unduly on short-term 
commercial loans, often for speculative purposes, and have neglected 
both agricultural financing and investments in government and cor- 
porate securities. The Bank of Brazil has financed federal budget 
deficits and provided a small number of farm and livestock loans. 
Brazilian savings banks, insurance companies, and social security 
funds have devoted the bulk of their resources to investments in, 
and mortgage loans for, high-cost urban commercial and residential 
construction, displaying little interest in long-term industrial financ- 
ing, the purchase of government securities, or the construction of 
low-cost housing. 

3. A number of changes in the policies and organization of the 
Brazilian banking and financial system would facilitate the financing 
of economic development in Brazil. To curb inflation, the government 
should limit private credit expansion and finance Treasury budget 
deficits through bond sales to the non-bank public and to commer- 
cial banks rather than through borrowing at the central bank. To 
encourage the proper distribution of the supply of credit, the com- 
position of the loan and investment portfolios of commercial banks 
and collective savings institutions should be regulated through se- 
lective controls and specialized institutions should be created to 
furnish agricultural and industrial credit. 











SHORT-RUN INCOME-EXPENDITURE 
RELATIONSHIPS* 


GEORGE K. BRINEGAR 


University of Connecticut 


INVESTIGATION WAS MADE of the effects of income change on (1) 
savings balances and changes in savings balances, (2) purchases of 
apparel goods and grocery store items, and (3) fluid milk home 
deliveries.’ A single New England community was the source of 
data which were used in estimating these relationships. Payroll, sales, 
and savings data were obtained directly from firms and government 
agencies for each week of the sample period which included 1947, 
1948, and half of 1949. 

A single community was studied rather than the nation as a whole 
because it was believed that income changes (in the community) 
had no significant effect on the price of money or on retail prices. 
This particular community was selected because (1) it was well 
isolated, (2) a small number of firms employed most of the wage 
earners in the community, and (3) the payrolls of these firms were 
subject to wide but systematic variation. 

The findings of this study were as follows: 

1. Income and saving (correlation coefficients) 

A. + .79 payrolls and bank balances 


B. + .18 payrolls and changes in bank balances? 


. Apparel goods and groceries (income elasticities, 95 per cent limits) 


nN 


A. .46 + .16 fresh meats 
B. .61 + .25 fruits and vegetables 
C. .56 + .11 groceries 
D. .51 + .11 all grocery items 
E. 2.92 + .98 women’s clothing 
F. .80 + .79 men’s clothing 
G. .32 + .26 medium-priced shoes 
H. .20 + .50 low-priced shoes 
I. .38 + .33 variety goods 
42 + .30 all apparel goods 


3. Home-delivered milk (income elasticities, 95 per cent limits) 

A. .24 + .08 twelve-month period 

B. 46 + .06 six-month period centered on major income decrease 

* A dissertation completed at the University of Chicago in 1952. 

1. For more detail on the three phases of study see writer’s articles: (1) “Income, 
Savings Balances, and Net Saving,” Rev. Economics and Statistics, XXV (February, 
1953), p. 71; (2) “Short-Run Effects of Income Change on Expenditure,” Jour. Farm 
Economics, XXXV (February, 1953), p. 99; (3) “Effect of Changes in Income and 
Price on Milk Consumption,” Storrs Agricultural Experiment Station Bulletin 280 (July, 
1951). 

2. These correlation coefficients are significantly different at the 99 per cent level since 
a t of 6.92 with 252 degrees of freedom was obtained. 
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These findings suggest: (1) that the relationship between savings 
balances and income payments has greater stability than the re- 
lationship between the net amount saved and income payments; 
thus, credence is lent to the Pigovian rather than the Keynesian 
analysis of income determination; (2) that income elasticity esti- 
mates of reasonable magnitudes can be obtained from the use of 
aggregative-single-community-time-series data; and (3) that the im- 
mediate effects of income decline with reference to at least one com- 
modity (milk) brought about greater decreases in purchases than 
the long-period adjustment, thus implying that the entire burden 
of income instability is not reflected in savings and borne by fi- 
nancial institutions. 











EVALUATING ADEQUACY OF BANK CAPITAL 
AN ANALYSIS OF THE PROBLEM* 


RALPH TILLMAN GREEN 
Federal Reserve Bank of Dallas 


How MUCH CAPITAL should a commercial bank have? During com- 
paratively recent years supervisory authorities, commercial bankers, 
and others have shown an increasing amount of interest in formulat- 
ing improved methods of handling the practical problem which this 
question poses. In many respects an increase of interest in the prob- 
lem and a need for a reappraisal of recent approaches of evaluating 
the adequacy of a bank’s capital have been dictated by develop- 
ments which have weakened and perhaps undermined accepted 
“standards” and “measures.” Such developments include a sharp 
expansion in resources and liabilities of commercial banks and a 
less-than-proportionate increase in capital accounts, reflecting in 
part, at least, the effects of pre-World War II monetary inflationism 
and inflationary war finance. 

The exact role of capital-deposits, capital-total assets, and capital- 
risk assets ratios in supervisory practice cannot be established with 
certainty. It appears, however, that each of such rules-of-thumb has 
attained a status as a “screening standard” (at one time or another) 
and that each has clearly influenced the thinking of both supervisors 
and commercial bankers in approaching the problem of evaluating 
adequacy of capital. It does not appear, however, that these measures 
have been used widely without reference to other factors or measures 
which may have a bearing on adequacy, e.g., quality of management, 
earnings, and economic conditions. 

Viewed against a background of the functions which capital is 
expected to fulfil and the more important factors which affect “need” 
for capital, legal minimum capital requirements and capital ratios 
do not appear to provide an appropriate basis for approaching the 
problem of evaluating adequacy. 

It appears that the minimum requirements for an acceptable solu- 
tion of the problem of evaluating the adequacy of a bank’s capital 
include a measurement or appraisal of the various factors which 
affect need for capital and a translation of these measurements and 
appraisals into amounts of capital. Because of the presence of in- 


* A dissertation completed at Duke University in 1953. 
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tangible factors, i.e., management, such requirements cannot be 
fulfilled except in an approximate manner. A further complicating 
factor is the unavoidable uncertainty which is associated with fore- 
casting or estimating need for capital with reference to the future. 

With these limitations in view, it is submitted that an acceptable 
approach to evaluating adequacy of capital must begin with the 
basic elements of the problem: taking into account the volume, com- 
position, and quality of assets on a bank-by-bank basis. In making 
evaluations of adequacy, it is suggested that the assets of a bank 
be distributed among a number of groups according to “nearness 
to cash” and risk of loss, and that certain loss percentages (capital 
factors) be applied to each group in arriving at a preliminary amount 
of “required” capital. Such a procedure, of course, involves sub- 
jective judgment. In distributing assets, however, broad groups are 
rather clearly defined, e.g., primary reserve assets, secondary re- 
serve assets, minimum risk assets, portfolio assets, and fixed assets. 
Consequently, scope for arbitrary choice is reduced. 

Choice of loss percentages to be applied to each group of assets 
represents a critical step in the proposed approach. It appears that 
such percentages must be selected against a background of a de- 
cision at the public-policy level with regard to the amount of loss 
(as a general proposition) which commercial banks will be expected 
to absorb in capital accounts, e.g., “normal” losses or all losses what- 
ever their magnitude. Selection of loss percentages for secondary 
reserve, minimum risk, and portfolio assets is perhaps the crux of 
the problem, for these groups include the bulk of a bank’s total 
resources. Choice of percentages should be made perhaps in a range 
because of the uncertainty which is involved. Moreover, such an 
approach would permit a raising or lowering of the actual loss 
percentages which are applied in any particular case to take into 
account appraisals of intangible and other factors. Loss percentages 
would be scaled upward, of course, beginning with a percentage 
(perhaps zero) for primary reserves. 

The approach which is suggested would probably require an ex- 
haustive testing of asset groups and loss percentages. Experience 
gained in practical applications would perhaps indicate limits to 
percentages and the most useful number of breakdowns for distrib- 
uting total assets. It does not appear that such elements of the 
problem can be determined in advance, except within broad limits. 
It is submitted that an approach along these lines to evaluating 
adequacy of capital would permit a maximum use of objective meas- 
ures. Subjective judgment, of course, would not be eliminated. 








FINANCING THE HIGHWAY FUNCTION IN ST. LOUIS 
COUNTY: A CASE STUDY IN THE FINANCIAL 
PRACTICE OF GOVERNMENT AT 
MID-CENTURY* 


Howarp S. GorpMAN 
St. Louis County (Mo.) Planning Commission 


THE OBJECTIVES OF THIS STUDY are to determine the actual financial 
support of the highway function of government in St. Louis County 
at mid-century and to appraise the distribution of that support be- 
tween the major sources of revenue (motor vehicles and property) 
and among the participating layers of government (state, county, 
and municipal) in the light of relevant aspects of the theory of 
highway finance. 

The relationship found between the actual and ideal distributions 
of highway financial responsibility is important because knowledge 
of this relationship is fundamental to any sensible revision of high- 
way taxation. 

The study is divided into three parts to treat: first, the existing 
highway economy and its financial support; second, highway finan- 
cial theory and some of its ramifications; and, third, the equity of 
actual highway financial responsibility. 

Part I explains the nature of the county’s economy; describes 
the economy’s basic physical framework—its highways; indicates 
their role and contributions to the economy; distributes responsi- 
bility for these highways functionally to the highway plants of the 
governmental units providing highway service; and, finally, analyzes 
the sources of the highway funds sustaining those plants and the 
uses to which these funds are put. This analysis, which is carried 
back to 1917 origins, is focused on 1950. 

Part II in turn considers the fee principle in relation to the high- 
way benefit district idea; analyzes the concepts and composition of 
highway costs; surveys theories of their distribution among highway 
beneficiaries (vehicle-users, owners of abutting property, and the 
general public); reconnoiters ideas on the apportionment among 
vehicle classes of the share of highway costs chargeable to vehicle- 
users as a group; investigates highway problems within each layer 


*A dissertation completed at the University of Michigan in 1952. 
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of government; analyzes intergovernmental highway relationships; 
and takes into consideration several special situations presented by 
other factors in highway affairs, such as railroad crossings and non- 
vehicular uses of highways. 

Part III sets up the results of thirteen authoritative studies on 
the assignment of highway financial responsibility and makes a 
weighted application of these to the over-all plant under considera- 
tion. This is accomplished by multiplying the percentage assignment 
of motor vehicle tax revenues to each highway system by two cor- 
responding factors, namely, vehicle-user imposts as a percentage 
of all revenues of each plant and all revenues of each plant as a 
percentage of all revenues of all plants. On this basis, it then be- 
comes possible to attempt an evaluation of the distribution of the 
actual financial support of the highway function of government in 
St. Louis County at 1950. 

The results indicate a rather small and strikingly small vehicular 
responsibility respectively for the over-all and county plants and a 
moderately large vehicular responsibility for the municipal plant. 
State plant responsibility is approximately normal. 

The conclusions are: (1) that vehicular impost support of the 
over-all plant should be increased; (2) that property tax support 
of the county road plant and vehicular impost support of the munici- 
pal street plant should be reduced; and (3) that local vehicular 
imposts should generally be unified into a gallonage tax levied less 
arbitrarily. 











BOOK REVIEWS 


Business Finance 


Corporation Giving. By F. Emerson ANprews. New York: Russell Sage 
Foundation, 1952. Pp. 361. $4.50. 


This is the third monograph in a series on voluntary giving published by 
Russell Sage Foundation of which the first is entitled American Foundations for 
Social Welfare by M. Morrison and F. Emerson Andrews and the second, 
Philanthropic Giving by F. Emerson Andrews. 

The great interest in American philanthropy provoked by its tremendous 
growth in the past decade and its important social implications makes this book 
a timely and useful publication. Much of what is being written on the subject 
is based on fragmentary information and suffers from vague generalizations. If 
we are to obtain positive knowledge in this relatively unexplored area of social 
activity, more detailed studies like the present one are needed. 

The book is divided into three sections. Part I represents a comprehensive 
account of the experience of corporations in the field of voluntary giving. It 
brings together factual data on the origin of business philanthropy, its develop- 
ment and motivations. It also describes the present scope of donations and 
policies of corporations. Part II is concerned with the recipients of corporate 
giving. It discusses benefiting agencies and company programs relating to them. 
A separate chapter is devoted to problems arising from the increasing support 
that business has been giving to education and research. Part III deals with the 
nature of the legal rights of corporation directors to contribute corporate funds 
to charitable causes and with the extent to which contributions have been in- 
fluenced by tax considerations. 

This study is richly documenied and based primarily on original data derived 
from a special survey conducted by the author. It is scholarly and well 
organized. Although the treatment is descriptive rather than analytic, it sheds 
considerable light on a number of important problems involved in corporation 
giving. It is regrettable, however, that such a critical topic as the effect of 
cyclical fluctuations in corporate profit on contributions to social agencies is 
discussed briefly and in a cursory manner. 

The reader who is interested in corporation giving and the problems which 
must be faced by corporate management will find much in this volume. 

AvraM KISSELGOFF 
New York City 


Consumer Finance 
Instalment Sales Financing: Its Services to the Dealer. (Studies in Consumer 
Credit, no. 2) By Ciypz WiLt1aAm Pue ps. Baltimore: Commercial Credit 
Company, 1953. Pp. vii+99. Gratis. 
This monograph, second in a series sponsored by a large commercial and 
consumer finance company and designed to explain the operations and func- 
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tions of such firms in the economy, concerns the relations of sales finance (or, 
to use the more modern term, sales credit) companies with automobile and 
appliance dealers. An earlier study (1952) dealt with the relation of instalment 
sales credit to the economy; later studies are planned to deal with services to 
manufacturers, distributors, and to consumers. Written in a non-technical vein, 
these small volumes deserve careful attention from all teachers and students in 
finance for they constitute one of the clearest explanations I have found of the 
operations in a little-publicized area of finance. Their clarity should make them 
attractive to the greater audience presumably intended, the secondary school 
level and the small business operator. The prolific use of footnotes, averaging 
2.5 to the page, may make difficult attainment of this second objective. 

The services of sales finance companies to dealers are seen as three: (1) 
a source of cash in adequate and dependable amounts, independent of other 
financing arrangements; (2) merchandising services to help dealers sell durable 
goods; and (3) an efficient credit and collection service aimed at preserving 
dealer good will of customers. Emphasis is placed on the ability of a national 
company to give these services, although minor recognition is given to local 
and regional firms. As a subtle piece of promotional material, the monograph will 
arouse criticism from other than smaller competing firms. Banks are charac- 
terized as “fair-weather friends” of small dealers; it is said that consumer loan 
companies disturb customer-dealer relations; collection services are claimed to 
emphasize direct-loan rather than dealer-service relationships. The question arises 
in my mind: is the sales credit firm solely obligated toward the dealer or has 
it some definite relation to the customer? Which services are more important? 

Quite correctly, Professor Phelps distinguishes wholesale from retail sales 
credit, the former being unprofitable to the finance company unless it also 
receives its share of the retail paper generated. His proof of this point might 
be made more decisive by an example in terms of dollars and cents, rather than 
by percentage rates charged. In my mind, the finest contribution of this volume 
is the clear statement of the “extra values” afforded by sales credit companies 
in the form of merchandising and operations control advice. The important point 
that financing charges laid on consumers are set by dealers is made significant, 
as is the use of credit life insurance as a part of a “package” bought by the 
consumer, just like the accessories on the automobile. 

I only regret that Professor Phelps did not delve more deeply into the reasons 
why sales finance companies tend to minimize their appliance business, thus 
causing manufacturers to set up their own sales finance subsidiaries. 

Coming at a time when adequate financing of small business is again a topic 
of discussion and when consumer credit costs are being re-examined, these 
monographs are most welcome, and deserve wide appreciation by the general 
public. As for finance students, they may arouse interest in further research 
to carry on the work begun by Seligman, Nugent, Neifeld, Seidman, Saulnier, 
and Jacoby. 


Francis J. CALKINS 


Marquette University 
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Investments 
The Battle for Investment Survival. By G. M. Loes. New York: Hurry House 
Publishers, 1953. Pp. xi+192. $2.95. 

This volume, the first edition of which was published in 1935, is for the most 
part a collection of short articles that appeared in Barron’s from 1935 to 1949, 
inclusive. Brief supplementary statements designed to qualify or amplify 
earlier views are appended to five of the chapters; otherwise thirty of the 
thirty-three chapters are merely reproductions of the essays in their original 
form. Twenty-two of these were published in 1935, 1936, and 1937. 

It is the view of the author that one who hopes to succeed in the “battle for 
investment survival” must forget the counsel of safety (e.g., pp. 93) and seek 
his objective by engaging in speculation. And he admonishes his disciples that 
it is “absolutely futile to try to get results except by buying into anticipated 
large gains” (p. 31). The timing of purchases and sales is of major importance. 
The primary consideration in dealing with this problem is the general trend 
of the market and the greatest “single factor in shaping security markets is 
public psychology” (p. 65). If one is to make an ideal investment “the general 
background should be favorable which means that popular sentiment should 
be bearish and the securities market well liquidated. Business conditions 
should be poor, or the general expectation should be that they will become poor” 
(p. 56). Bargains are available, principally, when a “majority of buyers of se- 
curities refuses, because of fear, to take advantage of low prices” (p. 47). 

A commitment ought not to be made “unless the possibilities of the chosen 
stock seem very great” (p. 46). Indeed one’s objective at the time of purchase 
ought to be a 100 per cent gain (p. 38). If the investor is to succeed, no more 
than “one or two or at most three or four securities should be bought” (p. 47). 
The beginner who wishes to become skilful in investment—‘the most inexact 
sort of science” (p. 73)—should never own more than one security at a time 
and should make use of only a small portion of his assets for investment pur- 
poses. Even in the case of an experienced investor, there should always be idle 
funds. The securities that are purchased, whether by the experienced or the in- 
experienced investor, ought always to be “liquid, listed securities” (p. 27). A 
security should be held as long as it continues to advance (p. 122), but if it 
starts to fall, losses should be taken and without great delay. 

Although the author now and then gives recognition—somewhat grudgingly, it 
seems to this reviewer—to the value of economics and statistics in making 
investment decisions, he is rather overwhelmingly convinced that it is the tape 
to which one must look for guidance, for the tape tells the story but only to 
those who have been initiated into the mysteries of how its messages are to 
be interpreted. Thus, “the outstanding requirement is the specialized under- 
standing that will discern trends correctly and analyze values essential to the 
constant shifting of funds necessary for success” (p. 25). And the “real point 
in the practical application of these theories is the flair for knowing when to 
believe the indications and when not to believe them” (p. 74). And again, “My 
flair was not in picking out more winners than the next fellow, nor in knowing 
more often the right time to buy them, but rather in recognizing my good 
(forecasts) from my bad” (p. 111). And still again, “the way to successful 
investment lies much more in learning how to utilize your best thoughts and 
minimize your worst rather than in being better at selection or better at timing 
than the average” (p. 112). 
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These comments are not be construed as being a complete résumé of the 
author’s opinions but what has been reported here is representative and com- 
prehensive enough, it is believed, to enable any reader of this review to decide 
for himself, if he has never seen the book, whether it merits his personal 
attention. Because it is a collection of essays, most of which were taken from 
Barron’s, the book suffers from lack of organization and integration. It is a 
pity that the author did not take the trouble to set forth his views in an 
orderly fashion instead of being satisfied with the reproduction of a series of 
articles each of which is an independent unit. Unsatisfactory organization and 
integration has resulted in duplication and lack of continuity. 

If the author is a trustworthy witness, the work of such students of analyti- 
cal procedures as Harry Guthmann, Benjamin Graham, and David Dodd is of 
subsidiary value, for to Mr. Loeb the tape is “first and indispensable”—there- 
after in the order of importance is “accurate information from brokers and 
banks on the kinds and amounts of buyers, sellers, loans, etc. Then come 
statistics and all the rest” (p. 98). Nothing here about long-run investment 
values as contrasted with transient appraisals of securities which are made in 
the market on a day-by-day basis. Mr. Loeb has evidently been a successful 
trader. This reviewer is not disposed to belittle the methods he has employed 
in the creation of his fortune nor will he challenge the view that “making money 
in the market demands a lot of ‘genius’ ” (p. 14). Could it be that security analy- 
sis, in the widest sense in which that art is to be conceived, must continue to 
be the main reliance of those investors who do not qualify as geniuses? 

And is there no hope for the timid or disillusioned investor who either has 
no confidence in his ability as a seer or has had it shaken as a result of past 
misfortune? If there is none, why is it that so many millions of people con- 
tinue year after year to intrust their savings to thrift institutions—why is it, if 
the Brookings Institution is right, that there are more than six million share- 
holders in the United States? And, finally, is formula planning—the refuge of 
those who disclaim ability to foresee what is to happen in securities markets— 
to be classified as nothing more than a mirage? 


Homer V. CHERRINGTON 
Northwestern University 


Investment Principles and Policy. By Raven R. Pickett and MarsHALt D. 
Ketcuum. New York: Harper’s. Pp. ix+820. $6.00. 


This book is a well-documented presentation of the problem of individual in- 
vestment in a modern world of inflation and political change. There is a refresh- 
ing absence of dogmatism and no “sure fire” investment policies or methods are 
presented. But the problems that beset the investor are thoroughly explored and 
the available evidence adequately presented and evaluated. The authors under- 
stand that intelligent investment decision may depend less upon the figures in the 
financial statements, and more upon analysis of the world and its economic 
organization. 

It is addressed both to college students and to investors interested in advancing 
their understanding of basic principles of investment. But it is evident that it is 
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intended primarily as a college text in investments. Questions, problems, and a 
list of readings follow each chapter, although no teacher’s manual is available. 

The first nine chapters deal with the background of investment. The next 
seventeen chapters deal with what the authors call “the instruments of finance” 
by which they mean investment media, including both corporate and non- 
corporate types of investment. The final six chapters deal with investment policy. 
This does not mean that discussion of investment policy is confined to the last 
six chapters. The whole emphasis of the book is on policy rather than analysis. 
The viewpoint is that of the individual investor rather than the various types 
of institutional investors. 

The two introductory chapters emphasize the changed position of the investor 
in the interdependent modern world and the significance of capital formation 
in such a world. The chapter dealing with political risks in investment (chapter 
29) is an especially valuable contribution, although perhaps some will be startled 
to find that one of the risks enumerated is that of the possibility of “inadequate 
activity by government.” The two chapters on life insurance and annuities are 
better than average. The two chapters dealing with obligations of the United 
States, the chapter on state and municipal bonds, and the two chapters dealing 
with real estate investment are also noteworthy. 

Security analysis is not entirely ignored although it is certainly not emphasized. 
In the introductory section there is a chapter dealing with financial statements 
(chapter 4), which does little more than define the balance sheet and income 
statement items. But the book gives almost no attention to préblems of analysis 
relating to adjustment of reported earnings or net worth. The authors appear to 
be willing to accept reported data without qualification or adjustment. For ex- 
ample, there is no discussion of consolidated statements and the necessity under 
some circumstances to make allowance for undistributed earnings of subsidiaries. 
There is no mention of the investment significance of lifo inventories. There is 
very little that might be called value analysis, especially as related to common 
stock investment. Fire insurance stocks are included in a chapter with bank 
stocks, but the treatment of the peculiar problems of analysis oi fire insurance 
stocks is quite inadequate. The nature of the unearned premium account is 
explained and the statement is made that “it is customary to consider 40% of 
unearned premiums as a part of surplus rather than as a liability of the com- 
pany.” But that ‘s the end of the discussion. There is no explanation of the 
necessity of adjustment of reported underwriting profit on account of year to 
year changes in unearned premiums. Neither is any mention made of the pos- 
sibility of tax adjustments in the computation of either net asset value or under- 
writing profit. 

But this means only that this is not a book on security analysis. It should be 
noted that it does not pretend to be a book on security analysis. In view of the 
title of the book it should not be at all surprising that the authors give their 
main attention to principles and policy. As an investments text the book would 
need some supplementing, but after all most texts require some supplementing. 
This does not in any way obscure the fact that Pickett and Ketchum have made 
a useful contribution to the literature of finance. The over-all excellence of the 
book insures that it will be widely used in college courses in investments, and 
perhaps in personal finance courses above the junior college level. 


O. K. BurRRELL 
University of Oregon 
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A Lifetime Investment Program. By THomas F. Witmore. New York: Harper’s, 
1954. Pp. Ix+146. $2.75. 


In this slight volume, Mr. Wilmore, an investment counsellor, undertakes a 
formidable task, i.e., to describe a plan by which over a period of years an 
investor can obtain a result of income and profits averaging between 8 and 9 
per cent annually. 

The plan is described as being “simple” and as having been effective without 
any serious attempt to interpret the great events of the past fifty years in terms 
of stock prices (p. 75). It requires only such “moderate attention to the stock 
selection as the history of stock selection justifies.” Due regard is given diversi- 
fication, but no attempt is made to forecast the short or intermediate price 
trend. 

The plan assumes only the modest amount of long-term forecasting required 
in establishing a workable “normal” price line, which can be highly effective 
without being accurate. Mr. Wilmore adopts for a “normal” value of stocks 
a level at which the investor would be invested 50 per cent in common stocks 
and 50 per cent in “reserve,” the latter to include, aside from cash and short- 
term bonds, securities ranging from long-term obligations to convertible bonds 
and preferred stocks and “special opportunities.” The “normal” value is to be 
reviewed every seven or eight years. 

The plan contemplates that below the “normal” level, the investor would add 
to his stocks at an accelerated dollar volume at every downward prearranged 
level and reduce stock holdings in the same way above every prearranged level. 
As I disagree with the author’s basic point, it follows that the method of analysis, 
to my mind, leaves much to be desired. If common stock prices in 1949 were 
at a “normal” level, the reasonable capitalization of earnings and dividend re- 
turn has little meaning. 

The book contains an interesting appendix showing the prices of 349 stocks 
listed on the New York Stock Exchange which were traded in volume of at 
least 1,000 shares on October 30, 1928, and on December 31, 1951. This will be 
useful to all instructors who emphasize the value approach rather than general 
market levels. 

For the beginner and investor who wants to know the pitfalls of investing, the 
author does a good job of summarizing very clearly the evidence that forecasters 
cannot forecast accurately and the dangers of an uncritical enthusiasm for 
“growth” stocks. Also good are the chapters on the dangers of assuming a close 
relationship between commodity price and stock price movements. The sugges- 
tions of securities for different classes of investors show a real understanding of 
security values, but the investor probably will find the lists little more than 
suggestive. Such lists, of course, become out of date quickly. 

The informed investor may find Mr. Wilmore unconvincing as to vital matters 
because of the very nature of the book; the beginner can gain a great deal 
from the observations on what not to expect or what not to do, but as a guide 
the book’s main assumptions are open to question. 


RupotpH L. WEISSMAN 


New York City 
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Money and Banking 





Money and Banking. By Major B. Foster, RayMonp Ropcers, Jutes I. Bocen, 
and Marcus Nap_er. 4th ed.; New York: Prentice-Hall, 1953. Pp. xiv+633, 
$5.95. = 


The first paragraph of the Preface of this book is as follows: “The first re- 
quirement of a book is that it present clearly the fundamentals of the subject. 
The next, and equally important, requirement is that it impress these funda- 
mentals, by historical and current practical illustrations, upon the reader’s mind. 
It is hoped that both these requirements have been met.” 

According to the reviewer’s honest opinion, the authors ably reached their 
goals. They have made a great improvement over the third edition of this text. 
The first nine chapters of this fourth edition contain mainly a description of 
money and monetary standards, a treatment of money as used in the United 
States, and a presentation of the evolution of money. The next nine chapters 
consider chiefly the organization, structure, functions, operations, and examina- 
tions of commercial banks. These chapters are followed by a description of the 
Federal Reserve System and the money market. The book also gives attention 
to foreign exchange, foreign trade, and consumer credit. Although commercial 
banking is chiefly considered, some treatment is given savings, mortgage, and 
investment banking. The last three chapters outline the banking systems of 
England, France, Canada, and Holland. The book contains a total of thirty-two 
chapters. At the end of each chapter initials indicate the writer of the chapter. 

The authors have provided a readable, clearly written, comprehensible work 
with the emphasis placed on the description and explanation of money, credit, 
credit instruments, commercial banking, and allied subjects. It seems that this 
treatment was intended to present the “fundamentals” mentioned in the Preface. 
The book could be used very successfully as the textbook for beginning college 
or university courses in money and banking or courses similar in nature. All 
libraries used by students and the general public should have copies of it for 
reference material. Many laymen should find it interesting, profitable reading. 

Some readers might adversely criticize the book because it does not deal ex- 
tensively with monetary theory and credit policies. According to the reviewer, 
however, unfavorable comments should not be made for these omissions. It 
appears that the main purpose of this text is to furnish a firm foundation and 
a broad background for subsequent studies of theory and policy-making pertain- 
ing to money, credit, and banking. It seems apparent that the former should 
definitely precede the latter. In short, the book provides a reader with many 
of “the tools” necessary for additional work, study, and research in the field 
of money and banking as it is found in the United States. 

Some readers might also question the wisdom of devoting a fairly large num- 
ber of pages to a consideration of several of the leading foreign banking sys- 
tems of the world. The reviewer believes that the authors displayed good judg- 
ment in doing so. The banking system of the United States, which experienced 
the disappearance of approximately one-half of its commercial banks during the 
past thirty years, certainly is far from adequate or perfect. Surely, a more wide- 
spread knowledge in America of the good and bad features of foreign systems 
should make possible the improving of operations and the increasing and spread- 
ing of facilities of banks in this country. If it became absolutely necessary, 
because of the lack of time for a one-quarter or semester course to omit a 
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consideration of the last three chapters of the text pertaining to foreign bank- 
ing systems, such action could be taken without interfering with the continuity 
of the subject matter. Such an omission, however, is not recommended by the 
reviewer. 

The authors have provided an outstanding service to teachers of money and 
banking by providing them and their students with a readable, easily compre- 
hended, up-to-date, textbook which is well adapted as the prescribed text for 
a typical college course for beginners. The questions for study and review, prob- 
lems, and bibliography at the end of each chapter should be of considerable aid 
for teachers and students in conducting the course. 


Frep R. NIEHAUS 
University of Colorado 


Canada and the International Business Cycle 1927-1939. By EDwArD Marcus. 
New York: Bookman Associates, 1954. Pp. vi+211. $3.75. 


This book represents a case study on the transmission of cyclical influences 
from one country to another. Chapters 1, 2, and 9 provide an excellent summary. 
Chapters 3-7 go into more detail, but the writing in these chapters is less ef- 
fective. Chapter 8 on Canadian fiscal policy appeared in the December, 1952, 
issue of this Journal; it is a unique discussion leading to the conclusion that in 
Canada direct relief is preferable to public works in deep depression because of 
international “leakage.” 

The outstanding conclusion of the book is that emphasis must be placed on 
events centering on particular segments of the Canadian economy rather than 
on summary forces such as exchange depreciation. Frequently the outcome was 
not that which might have been predicted from basic theory. The importance 
of particular forces is well developed. For instance, the magnitude of imports 
of machinery in the prosperous period covered tended to produce an unfavorable 
balance, while relatively stable demand for principal exports plus favorable 
situations in gold and other metals recurrently in the depressed thirties tended 
to produce a favorable balance. 

Generally speaking, it is shown that income in the principal importing coun- 
tries (United States and Britain) was far more influential than price competi- 
tion in determining the volume of exports. The bidding down of prices of news- 
print in 1928, for instance, developed into a spiral of price cutting which brought 
many bankruptcies in its wake but did little to increase the sale of Canadian 
newsprint. The demand for Canadian exports is highly inelastic. 

Many thought-provoking ideas are generated by the rich detail of this book. 
Anyone giving the material serious attention is certain to be rewarded, although 
in many instances only background is provided for the train of thought. For 
instance, the discussion of the Wheat Holdback is interesting in view of the 
position Keynes took on stocks of agricultural products (General Theory, pp. 
329 ff.). The Wheat Holdback temporarily increased income only because of 
a national policy of putting the wheat crop into inventory at high prices. It 
led to serious and embarrassing difficulties as the depression developed. The 
reviewer would suggest that this is illustrative of the conditions under which 
initial accumulation of agricultural inventories may have a significant infla- 
tionary effect. 
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Marcus employs simple and quite direct empirical techniques. In the judg- 
ment of the reviewer, such techniques are the most useful for the subjects 
considered in the light of the present state of our knowledge. However, in some 
cases the methods used are unsatisfactory. Comparison between 1936 and 1927 
(pp. 164 ff) is called secular change, even though 1936 was much further below 
full-employment levels. Sometimes the influence of supply (e.g., foreign lending) 
appears to be overemphasized in relation to demand (e.g., investment demand), 
as on pages 130-31. 

ELMER C. Bratt 
Lehigh University 


Readings in Money and Banking. By CHartes R. WHITTLESEY. New York: 
Norton, 1952. Pp. xiii+480. $2.95. 


The task of reviewing an edited book varies directly with the square of the 
number of contributions comprising the book. In view of the fact that Pro- 
fessor Whittlesey’s Readings in Money and Banking consists of precisely one 
hundred selections, it is impossible to review any part of the book in detail 
within the customary space allotted to a review. 

The book is divided into nine parts. In broadest terms these parts include 
financial institutions and bank operations, federal reserve policies, international 
finance, and monetary and fiscal policy and indirect controls. 

The editor states that he has two purposes in mind in producing the volume. 
The first is to supplement available textbooks in money and banking and the 
second is to provide “a partial guide to the significant literature in the field.” 
It is not at all certain to this reviewer that the book serves its first purpose. 
In recent years the quality of textbooks has improved substantially in analytical 
treatment of the field as compared with fifteen years ago. This observation is 
not intended as a slight to earlier authors since the literature in money and 
banking has vastly improved since the early thirties. The selections demon- 
strate the breadth of interest for which Professor Whittlesey is well known. The 
fact remains that by selecting one hundred items in a four hundred and seventy- 
one page book, the portions of each article reproduced can hardly be but con- 
fusing to a person who is merely supplementing a textbook of money and bank- 
ing. For the person already equipped to read articles in monetary economics, the 
selections are of little incremental intellectual worth. 

I am inclined to feel that the editor has served his second purpose well. It 
is to be hoped that by whetting the intellectual appetites of people who have 
read this collection, Professor Whittlesey will stimulate readers to examine in 
unabbreviated form many of the selections included in brief in this book. 


ELI SHAPIRO 
Massachusetts Institute of Technology 


Public Finance 


Financing State Government in Texas. By LyNN F. ANDERSON and T. E. Mc- 
MILLAN, Jr. (“Public Affairs Series,” No. 13.) Austin, Texas: University 
of Texas, 1953. Pp. x+196. $2.00 (paper). 


This study is primarily concerned with the period 1941-49. In the latter year 
total general expenditures had reached $478,121,000 and state taxes exceeded 
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$300,000,000. Federal aid had grown to $110,939,000. The gross debt of the 
state government was $52,247,000. 

The authors indicate the rise in state expenditures, taxation, and borrowing 
and the major problems. As in other states, education in Texas is the most 
costly state function and promises to become more costly. It accounted for 
over one-third of the state expenditures in 1949. Highways were next in im- 
portance, but highway spending increased from 1941 to 1949 at a slightly 
slower rate than total spending. Highways needs are great, however, and the 
outlook is for greatly increased expenditures. The third most costly function 
is public welfare. The rise in welfare expenditures has been at an especially 
rapid rate and the trend continues upward. 

State aid to local governments has expanded greatly in Texas, attaining 
$129,334,000 in 1949. Of this sum, $115,064,000 went for education. Increasing 
state aid appears to be anticipated. 

State government expenditures, taxation, and debt are comparatively low in 
Texas when related to population and income. Federal aid has been relatively 
generous. The rapid growth of state finances, however, is a cause of concern 
to the authors. They see dangers to state independence in federal grants and 
also serious obstacles to financial control. 

The rather peculiar Texas state tax structure is described and its evolution 
noted. The motor vehicle fuel tax is the most prolific source of revenue and 
is partly dedicated to the support of education. The severance tax on oil is the 
next largest source of revenue, providing $87,436,000 in 1949. Property taxation 
was more important than is generally true for state governments, supplying 
$21,215,000 in 1949. Taxes on selected commodities and services, other severance 
taxes and various license and privilege taxes furnished the remaining tax revenue. 
Texas is one of the very small number of states lacking both corporate and 
personal income taxes and some sort of a general sales tax. 

In appraising the major state taxes, the authors suggest the need for the 
revision of highway-user taxes to allocate the costs of the highways more equi- 
tably. They also warn against the intemperate taxation of oil in view of the 
active foreign competition in oil production. 

State debt management is criticized for lacking a central and unified ad- 
ministration. Only a small part of the state debt is full faith and credit debt. 
The remainder pledges certain taxes, earnings, or other funds for its servicing. 
Dangers are seen in the rapid growth of this debt. 

The authors have contributed a useful volume which provides much essential 
background material for the understanding of Texas state finances and a con- 
structive appraisal of a number of major problems. It needs to be supplemented, 
however, with an analysis of local government finances in Texas to provide a 
complete over-all picture of the Texas financial situation. 


Book Reviews 


ALFRED G. BUEHLER 
University of Pennsylvania 


The Uneasy Case for Progressive Taxation. By WALTER J. BLum and Harry 
KALtven, Jr. Chicago: University of Chicago Press, 1953. Pp. viii+107. 
$2.50. 


The authors of this critical and judicial study state their purpose by saying 
that “The single topic of this essay is the extent to which progressive taxation 














330 The Journal of Finance 


can be justified.” Throughout they are extremely dubious of the defenses for 
progressive taxation. 

They first review briefly both the constitutional law about progressive taxation 
and its political history. They conclude that certain objections to progression— 
complication of the tax law, conduciveness to political irresponsibility and 
dampening of economic incentives—are not conclusive but nevertheless would 
assume great significance if doubts about the affirmative case for progression 
should increase. The rest of their essay, except for a short comment upon the 
probability that the burden of the personal income tax is not shifted, may be 
said to be concerned with a rational fortification of these doubts. In brief, they 
are very skeptical about the virtues of progressive income taxation. 

They feel that there “is no reason for believing that the magnitude of the 
contribution of progression to economic stability is substantial.” They conclude 
that there is an “overriding weakness” to all of the benefit doctrine approaches 
to the case for progression and that “the whole elaborate analysis of progression 
in terms of sacrifice and utility doctrine collapses.” They remark upon “the 
tantalizing combination of plausible, ingenious and improbable ideas which make 
up the case for progression in terms of sacrifice and ability to pay.” 

The case for progression on equality grounds, they contend, is ultimately the 
case for equality itself and therefore “no definitive assessment of this line of 
justification for progression can be made.” However, they do concede that 
progression has stronger appeal when viewed as a means of reducing economic 
inequalities than when appraised in terms of benefit, sacrifice, ability to pay, 
or economic stability. 

The authors consider the almost universal exemption of a minimum amount 
of income from tax and conclude that the traditional defenses of such exemp- 
tions have little relevance for a general theory of progression. Furthermore, 
they argue that consideration of the nature of government expenditures neither 
adds to, nor detracts from, the case for progression. 

The keynote of the essay is presented in a concluding sentence: “The case 
for progression, after a long critical look, thus turns out to be stubborn but 
uneasy.” The study is interspersed liberally with pertinent and interesting quota- 
tions from other writers and this fact, together with the summary survey given 
by the authors of this particular segment of tax literature, makes their con- 
tribution a valuable reference work in his field. Perhaps some defender of 
progression now needs to write an essay entitled “The Uneasy Case for “The 
Uneasy Case for Progressive Taxation.’ ” 





Marve M. STOCKWELL 


University of California at Los Angeles 


Economics of Public Finance. By O. H. BRowNLEE and Epwarp D. ALLEN, 2d 
ed.; New York: Prentice-Hall, 1954. Pp. xiv+410. $5.75. 


Teachers of public finance will be anxious to examine the new edition of 
Allen and Brownlee. The first edition, which was among the most stimulating 
treatments of public finance, nevertheless offered somewhat of a problem to the 
instructor who felt inclined to leave to the text the greater part of the burden 
of setting forth the facts and describing institutions. The authors rightly turned 
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aside from the usual narrow consideration of the difficulties facing a govern- 
mental unit in finding the tax revenues needed to balance its budget. The ap- 
proach was in terms of the economics of welfare; facts and institutions were pre- 
sented as they related to the criteria of welfare economics. The significance of 
public finance was found in its effects on the level and composition of output, 
together with its distribution among income receivers. 

The reversal of the authors’ names in the new edition by Brownlee does not 
reflect any change in emphasis. The revision “attempts to push further the 
objectives of the initial edition.” Although the general plan of the book re- 
mains much the same, an important reorientation has been effected in Part II, 
which is now designated “Public Finance and National Income.” Replacing the 
former emphasis on full employment is a theory of national income and the 
price level which has been the basis for a course of lectures in fiscal policy at 
the University of Minnesota. Part III, on Public Finance, Income Distribution, 
and Resource Allocation,” has also been rewritten. 

As in the first edition, the twofold objective is to integrate public finance 
into the framework of income and price theory, and to present enough of the 
materials so that the work qualifies as a textbook in public finance rather than 
in economic theory. This entirely laudable purpose is difficult to achieve in a 
book that is to be used in the classroom. For the difficulties are likewise twofold. 

First, although “the theory . . . has been made sufficiently complete that no 
outside sources need be consulted” (p. iii), it is nevertheless true that for the 
student who has not had courses in both money and banking and incomé theory, 
the language is often too economical (see, for example, pp. 69-75, 90-92). 
Second, a student of public finance may wish to know more of the institutional, 
political, and historical background of American public finance than is presented 
here. 

The theme of Part II is that fiscal actions may be analyzed in terms of their 
effects on both aggregate demand and aggregate supply. The procedure is to 
apply the familiar supply and demand analysis of the output of the individual 
firm to the output of the economy as a whole. An avenue is thus provided for 
the study of the monetary and fiscal factors that exert effects on over-all 
supply and demand; and at the same time we are enabled to understand the 
role of those factors that are not controllable (e.g., weather, population, tech- 
nology.) It is necessary, of course, for the student to master this technique 
of analysis, not merely passively but actively, if the space devoted to it is to 
be regarded as justified. It is certainly a good exercise, and provides the student 
with a language for discussing the materials. Not a great deal can be made of 
a theoretical approach, however, when the time comes to discuss such matters 
as debt management, the characteristics of taxes, and other institutional aspects 
of the fiscal system. Opinions must necessarily vary, therefore, on precisely how 
much time should be devoted to elaborating a theoretical framework in an in- 
troduction to public finance. 

The question boils down to how far, in an introductory course, “public fi- 
nance” should give place to “the economics of public finance.” That it should 
do so in considerable measure is indisputable. The reviewer feels that the answer 
may lie in putting more flesh on the bones of this otherwise first-class text. 
The book is not long, perhaps 170,000 words. Most texts are considerably longer. 
It probably has to be granted that the inclusion of a substantially greater 
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amount of material would blur the outlines. But this can hardly be avoided in 
an introduction to such a heterogeneous subject as public finance has now 
become. 

KENnyON E. PooLe 
Northwestern University 


Financing Government. By Harotp M. Groves. 4th ed.; New York: Henry 
Holt, 1954. Pp. xviii+618. $6.00. 


The basic structure of the third revision is maintained in this new edition. 
The book is introduced by a short chapter on “The Nature and Setting of 
Public Finance.” The main body of the text is developed in four major parts: 
Part I, “Public Revenue”; Part II, “Special Problems of the Revenue System 
as a Whole”; Part III, “Public Expenditures”; and Part IV, “Budgets, Fiscal 
Policy and Public Debt.” A short appendix on “Development of Public Finance” 
concludes the presentation. 

This text is unique among public finance books in that Part I deals with 
taxation rather than with public expenditure. This reviewer agrees heartily with 
this arrangement. By and large, students manifest a higher degree of interest 
in taxes than in any other aspect of government finance. This may be true 
because taxes affect the pocketbook quite directly. Nevertheless, it is a factor 
worth capitalizing upon when endeavoring to interest young people in the field 
of public finance. 

Professor Groves utilizes a three-level analysis in his headings and thereby 
materially increases the effectiveness of the analytical approach. The twenty- 
six figures presented represent usable teaching and analytical tools. The book 
is readable, teachable, and learnable—all valuable qualities for a product which 
is basically a college textbook. The author has now had over thirty years of 
classroom, travel, governmental, and research experience, with the result that 
his ability to make valuable contributions in the various areas of government 
finance has been materially augmented. Furthermore, his work for that reason 
takes on a more authoritative character. 

Groves excels in the taxation aspects of government finance. The materials 
on the distribution of the tax burden have been enhanced in their theoretical 
analysis. The chapter on shifting and incidence is one of the more technically 
competent pieces of work on that subject. The sixty pages on the property tax 
are authoritative. Much of the same kind of testimony can be submitted for 
the material on the income tax. Some public finance instructors no doubt would 
have welcomed an expansion of the parts on public expenditure, public debt, 
and public financial administration. 

The author states that he has attempted to achieve great objectivity and 
balanced treatment. The emphasis, begun in the third edition, on shifting away 
from the factual, descriptive, institutional type of presentation to one which 
relies more upon economic theory, analysis, and rationale is evidenced through- 
out the chapters where that approach is relevant. 

By and large, the new edition is truly a revision, for practically all of the 
chapters have been reworked in fairly good measure although no new chapters 
have been added. The chapter on “Social Security Taxes” has been completely 
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rewritten and a new section added on health insurance. This edition should be 
adequate for an effective understanding of the public finance issues of the middle 
and late 1950’s. 

WILLIAM H. ANDERSON 


University of Southern California 


The Economics of Public Finance. By Pututp E. Taytor. Rev. ed.; New York: 
Macmillan, 1953. Pp. xxii+565. $5.50. 


The revised edition of this undergraduate text is very similar to the first 
edition. Print and paper have been greatly improved, the separate chapter on 
the “Coordination of Tax Systems” has been dropped, the expanded material 
on state and local fiscal policy and problems has been combined into a new 
chapter, aad the material on “pressing current fiscal problems” (fiscal policy 
and economic stability; political and economic limits of taxation; compensatory 
fiscal policy; and taxation and economic incentive) has been expanded into two 
chapters. Throughout, passages have been revised to clarify the presentation. 

Living up to the title of the book and its announced purpose, the author has 
devoted almost half of the space to the discussion of the economic implications 
of fiscal policy. Since the book is designed “for the student and not for the 
expert” (p. vii), this approach is all to the good, because it facilitates the always 
difficult job of integrating fiscal aspects into the general economic and monetary 
picture. The book thus fills a very definite need not satisfied by other texts. The 
space devoted to strictly fiscal issues had to be cut to about half the number 
of pages as compared with some of the standard texts. However, the author 
does not seem to have omitted any essential aspect of fiscal policy and ad- 
ministration, although the material given has been at times severely condensed 
(e.g., government expenditures ). 

The selection of the book as an undergraduate text will depend largely upon 
the degree to which the instructor shares Professor Taylor’s conviction that 
fiscal policy should and can be used successfully for “engineering a reasonably 
stable level of production high enough to avoid the wastes involved in un- 
employment of productive factors” (p. 511), or whether he regards these ideas 
as “alien doctrines” (Lutz) in the field of fiscal theory and policy. 

Throughout the book, Professor Taylor stresses the “compensatory use of 
fiscal measures” (p. 512): “The major issue in public finance concerns the use 
of fiscal instruments for the accomplishment of general economic purposes” 
(p. 510), “compensatory spending policy . . . is designed to put unutilized 
productive capacity of the economy to work. It is thys entirely economic” 
(p. 513). The author rejects the extremes of the “functional finance” school 
(e.g., Lerner) who hold that “Individuals should be taxed only to the extent 
that it is desired to make the tax-payer poorer” (p. 242). He also rejects the 
“orthodox group” (e.g., Lutz) who “ignore functional and compensatory uses” 
but pay “special attention to the avoidance of unbalanced budgets” (p. 512). 

Even though Professor Taylor thus tries to steer a middle course, and never 
fails to point out the difficulties and shortcomings of compensatory fiscal meas- 
ures in the past, he seems to have a little too much confidence (judging from 
the experiences of the past twenty years) not only in the desirability but also 
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in the efficacy of achieving economic stability through fiscal-monetary measures. 
It just does not happen that “in the latter stages of prosperity—as full em- 
ployment is approached—government will have retired completely from com- 
pensatory spending . . .. Tax increases will apply the brakes to too rapid ‘boom’ 
expansion and tend toward stabilization of the rate of expansion” (p. 105). 
Actually, the tremendous political pressure for higher wage levels, subsidies, and 
“full employment” seem to compel the government to try to maintain the 
economy not merely prosperous, but at a constantly rising “boom” level. 

The author points out that “successful fiscal policy may act as a drug... 
and thus dull our awareness of the critical long-run need for surgical treat- 
ment” (p. 112). But even though he states that “more attention to the condi- 
tions of overemployment and inflation” (p. vii) has been paid in the revised 
edition, he seems to leave the reader under the impression that, under our present 
political system, fiscal policy can be governed primarily by economic logic, 
rather than by fiscal necessities (defense spending) and political expediency. 
Contrary to what we economists might like to think, fiscal policy is not 
primarily economic in nature, and students should realize that fiscal, economic, 
and monetary policy (a balanced budget, “full employment,” and a stable 
dollar) often conflict with each other, and whenever this is the case, the fiscal 
measures taken are usually at the expense of monetary stability and sound 
long-range economic policy. 

G. C. Wrecanp 
University of Mississippi 
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ALLEN, CLarK LEE; BUCHANAN, JAMEs M.; and CoLBerc, MARSHALL R. Prices, 
Income, and Public Policy. New York: McGraw-Hill, 1954. Pp. x+418. 
$5.00. 
$ 


Subtitled “The ABC’s of Economics,” this text emphasizes the basic princi- 
ples of resource allocation, price formation, and national income determination 
in a private enterprise economy. The principles are then applied in appraising 
some of the current economic policies of government. The book has been pre- 
pared to serve as the main text for a two-semester course in elementary 
economics. 


BLANK, Davin M. The Volume of Residential Construction, 1889-1950. 
(“Studies in Capital Formation and Financing,” Technical Paper No. 9.) 
New York: National Bureau of Economic Research, 1954. Pp. xii+99. 
$1.50 (paper). 


New estimates of residential construction, an important component of capital 
formation, are presented in this study which is devoted largely to a detailed 
explanation of the derivation of the estimates rather than to substantive find- 
ings. Such findings will be more fully set forth in a forthcoming monograph on 
residential construction and its financing. 


BouGHNER, JACKSON L. How To Save Taxes through Proper Accounting. New 
York: Prentice-Hall, 1954. Pp. xv+295. $5.65. 


This volume is concerned with tax considerations affecting business enterprises 
rather than with the tax problems of individuals. The author makes clear the 
variety of ways by which appropriate accounting methods may enable firms to 
achieve savings in the federal income taxes they pay. The final chapter con- 
tains a questionnaire which should be of value to those who are responsible for 
preparing income tax returns. 


CREAMER, DANIEL Capital and Output Trends in Manufacturing Industries, 
1880-1948. (“Studies in Capital Formation and Financing,” Occasional 
Paper No. 41.) New York: National Bureau of Economic Research, 1954. 
Pp. 104. $1.50 (paper). 


The major finding of this study is that there has been a marked reduction 
in the real capital-output ratio in manufacturing since the decade 1909-19. 
This decline represents a reversal of the trend during 1880 to 1919, when the 
ratio was rising. The data presented on the increased efficiency of capital since 
1909-19 should stimulate further fruitful analysis in a number of directions. 


335 










































336 The Journal of Finance 


Deo, PRAFULLA CHANDRA BHANJ. Financial Position of the Government of 
India. Delhi, India: New Publishers, 1953. Pp. 44. Rs. 1 (paper). 


A clear-cut analysis of the financial weakness of the central government of 
India, with suggested remedies, is set forth in this brief study by a member of 
the Indian parliament. 


Hoyt, EizaBetH; Remp, Marcaret; McConnett, JosepH; and Hooks, 
JANET. American Income and Its Use. New York: Harper’s 1954. Pp. xxi+ 
362. $4.00. 


In this fourth volume of the “Series on the Ethics and Economics of 
Society,” sponsored by the Federal Council of Churches, the authors hold that f 
the rise in American income has been far more rapid than the development of 
ethical concepts about its use, and call for a reshaping of fundamental policies 
on the use of our income both at home and abroad. 


James, Marquis, and James, Besste R. Biography of a Bank. New York: 
Harper’s 1954. Pp. vii+566. $5.00. 


This story of the Bank of America, the largest privately owned and managed 
bank in the world, makes good use of primary source materials, and will be of 
interest to all students of finance. The authors present biography rather than 
economic analysis. The usefulness of the volume for reference purposes is 
limited by an index which many readers will find inadequate. 


KaToNnA, GEORGE, and MuELLER, Eva. Consumer Attitudes and Demand, 1950- 
1952. Ann Arbor, Michigan: University of Michigan, 1953. Pp. iv+119. 
$2.00 (cloth); $1.50 (paper). 


In the first part of this valuable study, the data of four interview surveys 
made in 1951 and 1952 (independent of the Surveys of Consumer Finances 
which the Survey Research Center conducts annually for the Board of Governors 
of the Federal Reserve System) are analyzed. The analysis indicates that during 
the period studied économic fluctuations were influenced by the behavior of con- 
sumers, that consumer behavior was influenced by the attitudes of consumers, 
and that consumer attitudes were not simpiy reflections of experiences in the 
past. Among other things, the data make it clear that C is not tied to Y in the 
way in which the Keynesian consumption function was interpreted for many 
years. The second part of the monograph presents empirical findings with regard 
to the relation of consumer attitudes to demand. Further research along the 
lines suggested in the present study may be expected to make additional con- 
tributions toward the development of an ernirically validated theory of eco- 
nomic behavior. 


MyrpaL, Gunnar. The Political Element in the Development of Economic 
Theory. Cambridge, Mass.: Harvard University Press, 1954. Pp. xvii+248. 
$5.00. 


This is the first English translation of Myrdal’s important work which was 
first published in Swedish in 1930. A short appendix on recent controversies 
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has been added by the translator, Paul Streeten of Balliol College, Oxford. The 
volume is of special value in connection with the current controversy over 
welfare economics. 


ProcHnow, HeRBert V. (ed.). Determining the Business Outlook. New York: 
Harper’s 1954. Pp. xi+445. $6.50. 


More than a score of economists and research experts collaborate in this 
volume to explain how business forecasting can be most accurately done. Im- 
portant indices of business prospects are subjected to examination, and a num- 
ber of important lines of business are analyzed to make clear their influence on 
the trend of economy. Extensive use is made of tables and charts, which con- 
tribute greatly to the value of the volume. 


SHULTZ, WILLIAM J., and RemnHArpT, Hepwic. Credit and Collection Man- 
agement. 2d ed.; New York: Prentice-Hall, 1954. Pp. xxiii+696. $6.75. 


Comparison of the first edition (1947) and the second edition of this stand- 
ard text indicates that the organization and the subjects treated remain the same. 
However, the number of chapters has been reduced from 32 to 30 and the num- 
ber of pages from 814 to 696. A good job has been done in bringing the material 
up to date throughout the book and in thoroughly rewriting many sections of 
the work. 


Unitep Nations. Economic Survey of Asia and the Far East, 1953. New York: 
Columbia University Press, 1954. Pp. xiv+161. $1.50 (paper). 


Part I of this seventh annual survey (28 pp.) analyzes the regional situation 
with regard to the food position, the export decline, public finance, and prob- 
lems and policies of economic development. Part II (97 pp.) sets forth for the 
first time an analysis of recent economic developments in the individual coun- 
tries of the region. The remainder of the report is given over to a list of tables 
presenting Asian economic statistics. 


Unitep Nations. Economic Survey of Europe in 1953. New York: Columbia 
University Press, 1954. Pp. xii+314. $2.50 (paper). 


Like the preceding reports in this particular series, this seventh annual survey 
combines analysis of the major economic developments and problems of the past 
year with consideration of long-term issues. Parts I and II are concerned with 
western and eastern European countries, respectively. In addition, the present 
survey includes, as Part II (138 pp.), a special study of economic development 
in the less-developed countries of southern Europe. 


CiypE WILLIAM PHELPS 


University of Southern California 
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